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1. Introduction

01.MTC Joint Audit Program.

The Joint Audit Program of the Multistate Tax CommissiivT{C0) was initiated in the
early 1970s under the auspices ofiéle VIl of the Mdtistae Tax Compact.

02.Income & Franchise Tax Audit Manud.

This Income & Franchise TaxAudit Manual(fimanuab) sets forth the procedures that
MTC auditors follow in performing a joint audit on behalf of the Jéintlit Program
member states who have dlettto paticipae in aspecifc audit.

03.Changes in SbgantiveLaw.

The informaion provided in themanualdoes not reflect changes in law, regulations,
notices, decisions, or administrative procedures that may have bexeddulp Joint
Audit Program member states since mieual waslastupdated.

04. Purposeof the Manual.

The solepurpose of this manual te providegeneral guidance to the & Joint Audit
Programstaff for the performancefqoint audits on behalf gbirogramstatesit is the
nature of tax audits thaarticdar audt procedures aneecessitated by particular
provisions of the tax law (e.gverifying that the filing group meets the legal
requrementsfor inclusion/exclusion While the manual may generally refererigpical
statelaw requirements describimg certan procedues,themanual is not intended to
replace applicable law @pecificguidance of the states on substantive issues, nor can it
be ated for that purposéhe manuatioes not constitutewiform law or regulation
underthe Multistate Tax @Gmpact At. VII, but it has been approved by tNe'C Audit
Committee The MTC has made this manual availalidethepublicin order to prowvile
generainformationon thejoint audit process.

05. Suggestios andCorrections.

Any suggestions or correotis aravelcomedand should be commuwaed totheMTCO s
Joint Audit ProgranDirector (fiaudit directod).
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2. Definitions

01.Introduction.

This sectionlists terms ad generaldefinitions use extensively in multzége auds. In
manycases, the terms aatésostatubrily defined by the stateand thee may be
differences among the states in how a pgarular term is @fined.Auditors will need to
develop a general, warlg knowledge of these terms and definitions.

02. Allocation.

A methodof sourcing taxable income &istate orother political sbdivision.
Nonbusinesgcomeis allocated to a statkit can be specifically sourced to that state.
For state tax purposes,mtmusiness income is usually allocated to theesihthe
corporaton's commercial domicile, @0 where theproperty giving réeto the ircome is
located.

03. Apportionment

A method of attributing income to the states in which a multistate or multinational

corporation is doing business. A portion of toepotion's incane is dividegdbased on
an aportonmentformula amongthetaxing states(Seealso Interstate Apportionment,
below.)

04. Appationment Formula

The manner of computing the portion of ataypar 6 s i ncome subject to
stae. ThetraditionalUniform Distribution of Incone for Tax Puposes A&t (UDITPA)

formua isthe average of tieepercentageifactors) multiplied by the taxpayé&r

business income. Thhree factors are: pperty, payroll and salesr receipts Variatiors

of this formula a&e also used in various state

05. BusinessActivity.

Busines activity refers to transaitins and activity occurring in the regular course of a
particular trade or business aftaxpayer.

06.Business Income

Generally, this is income whicariges from the egular course of a taxpayetrade or
business.tlincludesincome from tangible and iahgible property, if such property
constitutes an integralart of the taxpayer'egular trade orusiness.

07.Combined Reporting

A method of measing the tax liabilty of a corporatioror groupof corporatons. An
apportonment formula is applied to theombined unitary income of the corporation and
its affiliates.
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Section2 - Definitions

08.Combined Rportor Combinal Return.

A combined reporbr combined returcomputeshe bisiness incore and gportionment
factar(s) of aunitary group ofcorporatons

09. Commercial Domicile

The pricipal place from whickhe trade or business of the taxpayer isal&d or
managed.

10. Compensation

Wages, salaries, commissioasd anyother brm of remurration paid to employees for
peisonal sevices.

11.Consolidaed Returns

Under federalaw, a filing method whiclallows certain related corporationgith atleast
80 pecentcommonownersip) the convenience of filing a single tax metandpaying
one Bx amount(See also Sec. &(r) andthe discusson of nexus consolidatedili ng.)

12.Fiscalization.

The process of placing the income and formula factors of unitary retiqres with
differing accouting periods onto a commdaxable yeaendin order to compué a
combined report.

13.Foreign Corpaation.

Forfedeml purpses,and inthe contekof this manuala corpeation organized ia
foreign ountry. (In othercontexs, it mayalso refe to a domestic corpationorganized
under the lawsfoanothe state)

14.Intrastate Apportiorment.

The proess & determining theeombinedincome apportioad and allocatetb the state
and toeachmemberof a cmbinel group or for the group as a whal&his process is
necessary in order to determine ihdivi dualtax liability for each taxpayegswell asto
properly compute itemaush as NOLsstateminimum tax graduated rategnd tax
credits

15. Nexus.

A conrectionor link between &orporationand astate, which is sufficient to empower
the state toax thecorporation'sncome.

16. Nonbusiness(non-apportionable)income

Generally nonbusinessicome isall income which is not business inconeeg, the
incomedoes notrisefrom the taxpayer'segularbusiness activitigs
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Sectio 2 - Definitions

17.PL 86272

PublicLaw 86272 (15 USC § 381)is a £derd law enactedn 1959 to limit the stags'
ability to taxinterstate commee. It provides that a state cannotgose a net incomeut
on a lusiness iflhe businesactivities wihin the state are limited to the solititen of
sales of targible persod property, orders br which ae accepted outside the stahd
delivery of popety is made from outside the stafecombined filingstate may fdow
the Finnigan or the Joyce appch to applying P.L. 8872.

18. Sales(Recepts).
All gross recatsof the Bxpayer subject b apportionment
19. State

Any State of théJnited Statesthe District of Columbia, the Commonwealth of Puerto
Rico, anyTerritory or Possession of the Unitetht@s fiState mayalsoincludeany
foreign countryor pditical subdvision theeof.

20. Statuie of limitations.

State law that sts thetime limits within which an action must baken States have
statute d limitations thatsetdeadline for the validassessment of taxes the tix
authaity andclaiming atax refundby a taxpagr.

21. Taxable inanother state

For purposes of apportionmeand allocathn o income,the general rule is théte
taxpayer is taxable imather state if either dfvo conditions exist(1) ataxpayer is
taxable n another state if is suhect to a net inometax, a franchisetax measuredybnet
income, a franchise tafor the privilege of doing bisiness, or a corporastock taxn that
state or (2) if that state hagurisdiction to subject theaxpayer to a neincome tax
regardess of whether thestate actually imgses such a tax upohetaxpayer

22. Taxpaye.

A taxpayeris any persomsubject t the taxmposed under each sta éxdaws.In this
manua] the termfitaxpayeo generally refers ta corpration or group of corpations
subjed to taxin particularstaes. In addition, depeding on thecontext, he term
ftaxpayen may refer to the grsonor personslespnated by the taxpay&s hande the
auditand respnd to the aditor.

23. Throwbadk sales(receipts)

When sé&esof targible pesonal poperty are shippettom an office, ®re, warehouse
factory,or other place of storage in a statbere a corpoten is taxalte to a sate where
the corporation is not taxable, those sateg beassgned to the state from whidhe
goods were hipped (thestate of origif. Sales subject tdis exceptian to the gaeral rule
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Sectio 2 - Definitions

of assigning sales to tliestinatiorstate areeferred toas tlrowback salesAs with P.L.
86-272, acombined filingstate mayfollow the Finnigan or Joyce approach withgect
to determning when sles are thrown back

24 . UDITPA.

TheUniform Division of Income for Tax PurposescA(UDITPA), alsoAtrticle 1V of the
Multistate Tax Compactprior to the amendment of the Compact inlBOUDITPA was
drafted by the National Conference of Corasiones on Unform State Lawgnow the
Uniform Laws Commission)in 1957 to provide rules for th allocatimn and
apportionment of incomof multistate businesses. Once the tax bagg,(eet incom)
has leen déned by a statdJDITPA operates to define busirsead norbusiness
income, to dénethe aportionment fornula which & used to apportionuginess ineme,
and provides specifiales forthe allocation of nonbusiness incoMNOTE: The MTC
has recommeded amendmms to WDITPA (whichis part of theMTC& Compact, At.
IV.) Those chages mainly affect the mmputationof the sales (receis) factor for sales
other tharsales of tangible personaloperty

25. Unitary Busines.

Gererally, a corporabn orgroup of business entities parts of entitieengaged in
busines activities whch corstitute a sigle trade obusines.

26.Waiver.

An agreenentbetwea ataxpayer ané state to extend the statute of limttans

MTC Income & Frachise Tax Manual Pagel3of 133



3. Pre-Audit Pro cedures

01.Introduction.

This sectim explains (1) howthe MTCd& audiors shouldprepareio conduct an audit
underthe Jant Audit Program (2) how an audit is aggedand thetime frames for
responses from the g in theJoint Audit Program(3) whatsources aglitors should
use to investiga thetaxpayeréactivities and (4) how audits detemines the audli
period, devel@ an aulit plan, and organiz the audit fie.

02. Audit assignments.

TheMTC will keep an inventory of selected audits and will repmthe Audi
Committee when those audits are assigoeah auditor

03.Request for audit authorizations fran the shates and determination of adit
period

Following a voteby theAudit Committee to initiate anualit of a taxpayer hte supervsor
or anadministrativeassistantvill send audit authorizatiaequestgo the statesin the
Joint Audit Programagreéng to partcipatein the income tamuditalong with arincome
tax checklistThe audit authorization wiklso includghe audi periodas determined by
the aulit supervisorThesupervisoishould determiaif there is sificient time to begin
the auditbefare thefirst yeads statute ofimitation expires. Thaudita shouldendeavor
to begn the audit fieldvork at leastone yar before theearlieststatute ofimitations
expires.

04. Authorization deadlire for the states

Thestates should return thegned autheizations within45 days The lead aditor will
verify that that the states correctly compldtidne authorization ragest. At the expiration
of the athorization deadlineghe lead auditor will iform thesupenisor of thenames of
the statesthat have indcatedtheir intenion to paticipate. Thesupevisoror an
administrativeassistatwill follow up with the statesvho have not respondeftates
may not participate iranauditif no authorizaibn has been signed and fiield audit
work has legununless specific approval has beagiven by the audit director.

05. Gathering information before staring the audit.

The audior will use various resoces togather taxpayer information prior to startitg
audit The auditor willuseinformation sumittedwith the income taxiomination forms
and he ircome ta checklist.Theauditor should also obtasopies oftheannualreport
andSECFoms 10-K or 20-F. The auditor should make use of the internegxglore the
taxpayeés welsite and other iformation regardirg the company.
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Sedion 37 PreAudit Pracedures

06. Individual state tanscripts and tax reurns.

Theauditor will review thetax returns or trascripts submitted by the stateBhe aulitor
will also input pertinent data to apjmate schedules for eactats. The auditor will
review thereturns and par audit reports to etermne anymateral audit issues.

07.Workload reviewand audit activityupdateform.

Theauditorwill set upaworkload reviewandauditactiity form which will be used
throughout tle audit. Theseforms will be updéed monthy and given tothe supervisor at
the end of eady month This will enabk the supervisor to keep abreastaoly activty on
the audit.

08. Audit file organization

The aiditor will set upan audit organizatiofile for each audit. Thiglé will in cludeall
hard copies of tax returns atrdnscipts, audit authorizations, cegpondence witlthe
taxpayer and stas, waivers, and schedulagstae. The adlitor shoud alsoreview the
MTCGs file backup gudelines andollow them.

09. Saopeof the audit.

The auditor willreview dl informationreceved The audior will look for any material
issues thamaybe present. The issues may inclublet are not limited tq such items as
the composition of the filigpgroup, exclusion of expenses reékdto nonunitary or non
business income, calculation bktsales (receip) factor, nexus isues, aportionment
problems, businessbnbusinesgems,compliance with adeback statutes, transactions
involving intangiblepropertyroyalties or similar feg intercompanytransactions and
expenses including managment or procl@ment feesnterest expese calculations net
operating and capital loss carryforwandcarryb@k deduction claimdreatment of
GILTI, Swbpart Fandinclusiaon of foreign source icomewhereapproprate transactions
with related parss such as captiveisurance companieand anytransaction®r
activitiessuggesting tax avoidance

10. Audit plan.

The auditor wli establish an initial audit plaand get apmval of that plan frormtheir
supevisor. Theplanshould bediscussed with the taxgyer during tk inttial audit
appointmen The audit plan may include the order in whicformation wil be reviewed
and mayalso nclude the order imvhich staé audis arecompleted.The auditoihasthe
flexibility to determine how to proceed on the iauthe awlitor mayalsodecideto stat
with specific audit issued.heinitial audit planmay beadjusted during the audit so
desred and the auditor may want to matke taxpayeraware of theplan ard any
adjustnents The audior mustbe flexble in working with the taxpagr to adjust thaudit
plan if needed.
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4. Statutesof Limitation & Waivers

01.Timely Completion ofAudit; Extension ofStatute of Limitations

As indicaed in secton 3.®, an audkor should endeavor to begin tle audit field work at
leastone year before thearliest statute of limitations pixes.

Once the aidit has begum, theaudtor must alow time for thetaxpayer to provide needed
documents and infmation. Afterthe auditorhas dtainedthatinformationand has
prepare the aud findings, the taxpayewill generally be givenimeto reviewthose
findings priorto their stbbmission to thestate. As a result of that review, adjusttsenay
be requestdand will have ¢ be congleredby the aiditor. Also, once the auditreport is
submitted to the statehé¢ state will needime to review tle findings,and mg alsoneed
time to request adjustentsbefore theaudit iscompleted andnyassessment issuel.

An audibr mug makesure he auditcanbe completedandany assessment issibefore
the expirationof statute of limitations,including anywaivers of those staties of
limitations If neededtheaudibr shouldrequest waivers from the taxpayea minimum
of ninemonths bebre the eariestexpiring statie oranywaiver applicdle to theaudit

An exception to this ninenonth rule may be made where the taxpayer has provided all
the requested infaration needetbr the auditoto completehe auditfindings and allow
sufficient time for both the taxpayer and the states to review those findings before the
statute or current waiver expires.

The audior will attempt b minmize thenumberof times awvaiver has to be regested.
And, because a taxpayés not required to sigany waver of the statute of limitations,
the auditormustaddress this issuwes part of the initial discussions or at thi¢ial audit
appointmentind determine if the taxpayer is willirio sign a waiver, if need

02. Statute ofLimitations Control Procedure.
The following ©ntrol procedue will apply:

(a) DiscussWaiver Policy with TaxpayeAs part of the iitial discussions oat the
initial audit appintment the auditomwill provide the taxpayewith acopy ofthe
MTCG WaiverPdicy and ask for the tgpayerto signit. The auditorwill also
discuss the taxpagr Siown policy for signing waivers of states of limtations if
any, with the tayaye.

(b) Responsibilityof Auditor inCharge Ead auditor is responsibler ensuringthat
no statute ofimitation expires without he auditoforewarningthe affetedstates
The auditorwill warn the #ected statewith sufficient timeremaining beforeghe
expiration ofanystatute of Imitationsto enableéhos stateso takenecessary
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Section5T Working with Taxpayers Conductingthe Audit

stepsto, includingexpedied revew of audirecommendations assuance of
provisional assessmentappropriate

(c) Requesting Waiver. As noted &dove, the audior shauld make every #ort to

completethe audit before the expiration of tloairrent statestatute of Imitations.
Consequetly, auditors should englavor to begin autlfield work at least one yea
prior to the expation of the earkst statestatute oflimitations.Whenevesa

stateGs statue d limitationsis due to expire in nie morhs or less, the auditor

will requesta waver from the tapayer The oy exceptionis wherethe audior
hasall the information necessary tomplete the audit findingd is confident
that those findings @nbefinishedin time to provide an opptunity for the
taxpayer and the state rieviewthose firdings.

(d) Form of Waiverof Statuteof Limitaions. Theauditor $iould prepareaneMTC

Waiver Form (Exhibit D) for all statesin the audit except fostates whera
separatewaiver fom is required foeach taxpayethat filed returnsn the state.

(e) Sufficiencyof ExtensionTo allowboth the taxpayesindparticipatng states

(f)

enough time to reviewhe MTC audt recommendations the awdlitor should
establi® an eypiration dateatleag ninemonthsafterthe estimatedcompletion
date of the autli

Conpleteness of Waiver§heauditor shouldensure that a waiver is completed
for all participating states withespet to the taxpayer arall affiliates,
subsdiaries, and parent compasid the taxpayemwhich are includedn the
audit. The form of hewaiver shall contaira statement that tteégnatue on the
waiver is primaacie evidence that tk individual signing thevaiveris autharized
to signon behalf of the taxpayer

(g) Preparaton of Statute ControChecklist.The auditor will prepae the satute

control checklistidentifying all the returnghat are being autdid. When a waiver
issigred, the waiver expiratio dates as per #hwaver will be entered. Tis
control checklist will be updated as new waives are signedseeExhibit B.

(h) Superviso Reviewof WaiversThe supervisowill determinewvhether tareview

waivers and thaudib r &asute ®ntrol checkistis required prior to sendingthe
waivers to the taxpayer forgsiatue. Supevisor review of waiverandstatue
contol checklists isrequired forall auditor trainees. All auddrsare requiredo
provide copies of all sited waversto theirsupervisor. Thesuperviso must
maintain copies of these waivers.

03.Where TaxpayerDeclinesto Sign Waives of Statutesof Limitations.

If a taxpayerdeclinesto sign a waivergenerally within 30 dgs of the requst, or only
ageesto sign awaiver that doesnot provide enoug timefor the MTC totimely and
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accurately compte the auditthe auditorwill immediately casult with the supervisor
audit direcior, andgeneral counseBased orthesediscussbnsthe audit may be
completa to the best athe aiditord shilitg based onavailable infomaion.
Alternatively,to facilitate thetimely completionof the auditthe MTC or a partidpating
stake may issue aupoena to compel prodiion d documentsand infomation
necessaryor the joint awit. See Sec. 5.
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5. Workin g with Taxpayersi Conducting the Audit

01.Introduction.

NOTE: In this setion, the termiitaxpayer0 may refe bothto thebusiness hag audited
as wdl asto the taxpayecontd.

TheMTC serves as eepregntativeof the member statggarticipatingin the Joint Audit
Progam.TheMTC JointAudit Progammust conductsits audis in a professional and
timely manner. Theaudt staffendeavors to adhere to the stétdaws and egulatons As
a representave of each stateghe MTC staff is lbound bythe conidentiality laws of eah
stae. TheMTC audit staff will adhere tothe folowing:

APracticingprofessional murtesy duriigy the audit.

ARequestingnformation thais pertinent tathe audit based ogach stat@s
requiremets.

AConducting tle audit as efficiently agpossibe.
ADiscusing all audit findings with the tepayer.
AMaking every effat to acommodate th taypayels scledule.

ARequesing waiversvhen needed to &w sufficient time for tfe states and
taxpayer to rewdw the audit findings.

Consequentlythe MTCexpecs that theaxpayes will:
ARespect the stat®s r ¢ tq liae the MTC conduct the auddn their behalf.
AExtend profssional coutesy to the MTC adit staff.
ASupply the information requested to conduet it in a imely mamer.

ASign reasonable waiver requeistsiccodance withthe MTC Waiver Policy i
Exhibit C.

ANotify the MTC auditorof anycontact thetaxpayer hasvith the state
pertaining to thewuditwhile the adit is being conducted.

AProvide he MTC auitor with any amended returns filed while the MTC audit
is being conductd

Alnform the MT C of any IRSaudits completedduring the aud.
02.Initial C ontact with Taxpayer.

After finding the taxpgerds elephme nunier in the audifile or correspondece from
the statgor by searcimg for the telepbne number on the Intest), the auditomwill
contact he taxpayer ly telephone.Theinitial conversatios with the taxpayerwill
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Section5T Working with Taxpayers Conductingthe Audit

involve auditrelated £heduing andlogistical questionsat first, and thermore detailed
guestons. The following matters will beiscussedsee also Se®.05 below):

(a) The auditowill obtain the approprite pint of contact br theaudit. The audibr
should work wih the persa or personslesgnatel by the taxpayetio handle the
audit, unless he auditobelievesthat this pesonis unable or uwilling to respond
to reaonable regeds. In that case, theualitor siould consultwith thesupervisor
as to whetheto cortact some dtertaxpayerrepresetative.

(b) The audior will inform the taxpayethat member statesate autbrized the MTC
to conduct a audt.

(c) The auditor will inform the taxpagr which statesre paricipatingin the joint
audt and the states that ay potentially join.

(d) Schedling Fidd Work.The aiditorwill discuss audit appointment dates with the
taxpayer.If theaudibr cannotsecure dimely appointment, therthe auditor will
discusgheMTC Waiver Policy (See Exhibit C)with thetaxpayer and agmpt to
secure waigrs SeeSedion 5.05 lelow. Oncedates have been agreed upon, the
assigned auditowill recordthose dees inthe workoad revew given tohis or her
supervisor eachhonth and in tleir own pesoral calendar.Thesedates wi be
identified n the engageent leter witten for the taxpayer (See ExhibitA).

(e) General Information on Joint Audit§he asigned aditor can dsciibe the baic
opemtionsof the MTCand theJant Audit Programand dired the taxpayer tothe
MTC Website for moranformation.

() Plan for Initial Meeting.The adgnedauditor will inform the taxpayethat an
audit plan wil be dsaussd at thenitial meeting.

03.Procedures 6ér a Non-Responsivd axpayer.

If a taxpayer des notrespondin atimely or acceptable manneto repeated agmptsto
make cotact ither byletter, phone or email), the assigned auditor will seaccetified
letter tothe taxpayer gving the taxpayesevendaysto make contaatith the audor. If
theris no reponse tothecertified letter, theauditos supervisowill be made aware of
thesituation to determine the basay to proceed.

04.Engagement Leer to Taxpayer.

After the initial tdephone conversation withé¢ taxpagr, the aiditor will sendthe
taxpayer an erggementletter (See ExhibitA). The engagemettter anbe modified to
fit the stuation with thandividual taxpaye. Copies ofsigned audit authorations and
the audt brochureare alsdypically sentwith the engagement ket. An initial document
reques may beincludedor attaded to theengagerant leter.
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05. Initial Meeting.

Thefollowing should be dicussed ahe initial meetingvith thetaxpayer (if not already
discussed)

(a) The MTC Waver Pdicy andthet a x pay erpélisy. wai v e
(b) The audi plan

(c) The form, timing, an@eneralexpectations fomformation &documentrequests
(IDRs).

(d) TheMTC Information and Documentduest (IDREnforcenent Complance
Procedue (see5.06(b)).

(e) Steps of the audit poessgenerally

() MTC persomelthat can be inslved in the audit (aditor(9, supervisoraudit
directa, and legalcounsé).

(g) Taxpayerpersonnel inkding personnebr representativesutside of tax
departmat (atorneys accounant, or consultantywho will be comnunicaing
with the MT C auditor thoughout the auditPower of Attorng formswill be
required from outside repesentaivesin orde for the auditor to speakith those
representatives without the taxpayer présen

(h) The taxpger policy relating b correspondig viaemail andcopies of docurents.
() Safeguarding taxpay@rdocunentsat thetaxpayeés location.

() Secue Comnunications It is thegenerabractice othe MTC to communicate
with audited taxpayensy phore and email unless the taxpayerqeests
otherwise. Communications by emaiwil| generally be done in way thatwill
secure the information beirgpmmuncated b avoid ary disclosue of
confidertial information. If the taxpyerrequests or agreés comnunicate
through email without adddnal security theauditor shouldobtan a written
waiverof this plicy from the expayer andkeepthis a arecordof this request or
agreenert in the aulit files.

(k) TheMTC doesnot issuaassesments, refund rguests or any other adjustmesiio
taxpayer liability. The MTC only issuesrecommend@onsto participating states
as to assessments, refurasd other adjustnmés totaxpayer liabity as reuested
by statesProtestsand any resolutionof audit resuk will be handled directly by
each individal stateparticipating in theaudit

06. Conducting the Auit.

MTC auditors shold adhereo the followirg procedueswhile conducting audits.
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(a) Information& Document RequestidRs) 1 Respons®ates The MTC ha
autlority to request informatn pursuanto the Multistate TaxCompad in
compmd membe states, ad as arauthorizedepresentaive of non-compact
membe statesThe MTC will seek such informatioand docurants as are
necessaryo compete an accuratand appropriately verifieschcome tax auditn
the participatig states.

(1) Major issuestsould be addes®d in separatéDRs or,if multiple issues
are addrssed in aingle IDR, the majoissues should beaddessedn
sepaate sections of the IDB® the extent posbkie. IDRs should be
numbere seuertially. All IDRs shauld includea respnse de&e on the
face of the documen

(2) Respnse datewiill genenlly be 30 daysrbmtheday the IDRis snt,
althoughadditional timemay begranted where the IDR is extensimethe
taxpayer has indicated thatoretime will be needdand this does ot
pose goroblem for competing the audit ira timely fashion. See section
06.(b)(1 below.

a.lf the taxpagrrepresentative reg@sts an extended respemate,
theauditor shaild make reasonablccommodtions consisent
with the awditoré extension authaity (seebdow) given the
availabletime under existing statutes of litations orwaivers The
audior will not agree to extend #response daté doing so wauld
jeopardze timely compleon of the audit.

b.If the auditor determineghat anIDR response datéhsuld be less
than 30 dag from the dat¢éhelDR is issued, thaudior will notify
the axpaye on the face bthe IDRof the response dastad by
email or hone.

(3) The audior shouldcommunicate vth the taxpagré repesentativerior
to the IDR responselak to determinghe statis of the tapayets
responses to the IDRhe auditor sbuld also ommuniatewith the
taxpayer when the respse to an IDR isompleteand suffigent.

(b) IDR Compliance Enforcemerrocedure

It is impatantfor the auditor andghetaxpayer to establsh communications on
IDRs so thatthe auditor isaware of anyroblansor issueghe taxpayer may have
in responding to IRs. Even where tére is suficient time tocomplete theaudit,

an auditor shou follow upon IDRswhere thedxpayer hadfailed to povide
information by the deadline.
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(1) Taxpayer Refusal to Prale Informaton. If at any point during the audit,
the taxpayer states that they are not willing to provide information for any
reason, the audit@houd attempt toconfirm this in writing with the
taxpayer and promptly contact their supervisor, audit director, eneral
cousel to make them aware of the taxpay

(2) Extenson Authority

a.Iln generaltheauditor may grat an extensiorfrom the orignal IDR
respnse dae before the EnforcementProcess bgins. That
extension will be no more tha® 8lays unless the taxgyerhas
signed a vaiver extendinghe statute of limitationsothatthere
will be sufficient time to cmplete the audiand theaudtor
obtains appova from thesupervisorauditdirector,or general
counsel If the taxpagrés represntative reqestsalongeror an
additional extensionthe auditor shdd discusswith the
SUPEVISOT.

b. Taxpayer Failure tdRespod. If a taxpayr failsto reppond b an
IDR by the response dator failsto respond to partidar requets,
the auditorshould contact tle taxmyes represerdtive as son &
possible tadeternine the causof the taxpayeés failure to respond
anddecidewhether anensionshould be gante.

c. TaxpayerProvidesInsufficient or Inaccurae Responsdf the
auditor determmes that théaxpayeis respamse to an IDRS
insufficientor inaccuratetheauditor shouldtontact tle taxpayeés
representativas son & possibe to explan why the audibr
believes the iformation is irsufficientor inaccurateandto
determinethe reasorand dede whethean exension &ould be
grantedto provide additional inforration

(3) IDR Enforcement ProcegsTiming

a.The auditor shold monitar whetherinformationis being received in
an appropriate time twomplete the audand allow appropriate
reviewwithin the stattes o limitations or waver deadlinesin
some casewhele the taxpayeis willing to sign waivergxtendng
theassessmentiund staute of limitations, it may bepossible to
grant the taxpger additionalextensions to prade necessary
information.But thetaxpayes willingness to sigmvaivers, alone,
doesnot permitindefinitely delayirg the @ompletionof the audit
Extensons shoull bebased on thtaxpayerds commitment to
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comgy by the extended deadline or anexpected eventhat are
beyond theaxpayeis control.

b.If a taxpger provides additional infonation afterreceining an
extenson for providing an incomplete resmse theauwditor shoudl
promptly review the additional infonationto determine \wether
therequirematsof the IDR have been gatied. If the auditor
deterninesthat the taxpayeés responses still inconplete, the
enforcemat praces beghson the datethat theaudior
communcates to the taxpayer that the imfmationis incomplee.

c.If an IDR extesion has been granted, biettaxpayer fad to
provide arespase by the extended dueteldhe eriorcenment
procesgyenerallybeginson theextended repmse datelf the
taxpaye does not respondy the IDR dualateor provides an
insufficient response&nd no extension is graedfor additional
timeto respod, the IDR enforcement prass begis on the dat
theauditorcommunicates tthe taypayels regesentativethat an
extenson has not been granted

(4) No later thar8 months pri@ to the &piration of the earliest®tute of
limitations, the auditor shoulabtify their supervisoyrauditdirector, and
general cainselaboutany taxpayenonconpliance At this point, the
MTC may deermne that the IDR enfoegnent pocessshould beagin. IDR
Enforcemen Process

a.Once tlke IDR erforcenmentprocess is triggeredhe auditor shoud
immediatly notify their supervisor,theauditdirector,andor the
generdcounseland togetter they will prgpareaplan for how to
protect the interests oi¢ states and ensure the timely completion
of the audit within the statutes of limitatiomhe plan may include
someor all of the following stepslepending b the overall stage of
the audi andspecificfactsapplicable to the audit

b.After consultingvith thesupervisor,theauditdirector, andthe
general counseand unless instructed othase,the auditor will
send tle taxpayer a Delinquency Notiaghich will identify the
informationpreviously reqasted which has ot yet been provided
and will set atimeframewith deadlinesor when that inforration
must beprovidedto avoid the issuanad a Demand Letter.

c.If the taxmyer faik to produce thanformaion requesteth the
Delinquency Noticewithin by the deadlinestablishedn that
notice theauditorshoud notify ther supervisorthe audit drector,
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and the general coundeldiscus whether a formal Demand Letter
should be sent

d.If a decision ismade to issue a fo@DemandLetter, theaudtor
will send taxpayethe Demand Letter requiring prodictionof the
previosly requestedlocumaets by a deadline orehdlineghat
will enable the adit to be completed timely

e.If thetaxpayer fails to prduce theinformation equegedin the
DemandLetter within the timeframe edbdished in theDemand
Letter,theMTC legal staff anfbr one of thestatesparticipating in
the audi maycommene alegalprocess to congd the production
of recordsjncluding theisstanceof anadmnistrative subpena to
compel production of doamerns containing the requested
information.The auditor, supersor,director, and legal staff will
work togetherhirough thelegal process

07.Comple/Significant Issues
When a complexor particularly significart isswe arises, the alitor shoud o
(a) Encourage the sgayer b provide a statement thaportsits position

(b) Inform thesupervsor and thestate liaiso, if necessaryto determine the directio
the statevishes to take regardirthat issue

08.Provide Taxpager with Prdiminary Schediles.

Theaudita shouldprovidethe taxmyerwith preliminary awdit schelules.The auditor
shauld also dow the taxpgertime to eview andrespad to the prelinnary audi
schedules The execubn of a waver may be equired to allow sufficiettime for
taxpayer review.

09. Concluding the Audit.
(a) Theaudita should make necsaryadjustments to the prelimary schedués.

(b) If time permits the auditor should alle the axpayer a opportunity tgorovide a
written response tthe positions take in the audit and tbave that reponse
includedin theaudt report.

(c) The auditor should odfr the taxpayer elosing caonference.If the taxpayer
declines, theaditor shoul ensue that alllecommendations arewveyed and
explained b the taxpayer. The audita shouldseek to otain thetaxpayeés
postion regading the recommendations and shouldertbbse posgionsin the
auditreport as appopriate
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(d) Auditorsmustdirecttaxpayes who requesaudit workpapersnarrativesand
similar makrialsto the relevat state tavagency. This is in accalancewith
Article VII, paragraph 6of the Multigate Tax Compadinterstate Audits which
statedn relevant partiiinformationobtaired by any audit. .shall be
confidential and availde only for tax purpose$o party States, their subdivisions
or theUnited States. Availability of information shall be in accordance with the
laws of the States or subdivisions on whose acdbenCanmission performs the
audit andonly through the approjate agencies or officerof such States or
subdivisionsd

(e) Theauditor will inform the taxpayer thaassessmentagctions orrefunds,
adjustments to liabilityprotests and similarofficial acionswill be handled
directly by eachstate theMTC only re@mmendsactions to the stesbased upn
its auditfindings

() MTC audit findings are sy#ct to the review and approvaltbe state for which
they are preparedhe auditor may assiite staes duing the protesprocessat
their requestand mayconmuricatewith taxpayersfollowing submission ofra
audit recommenden onlywith the statés permission.
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6. Nexus

01.Introduction.

Nexusrefers tothe conmction between a state and the peraativity, or property within
a satesufficient to allow thestae to impose its taxOnae ataxpayer has established
sufficientnexus, itmay besubgct to tax by that state.

New audibrs will be expectedd partidpate inone or more ofthe MTCG nexusraining
programsandcourses as soors @ractical. Theauditor will receivenexustraining
materials anghouldrefer to themwheninvestigating nexus issues foncometax
purpases.

02. Audit Proceduredor Nexus Investigaions.

After analyzing dlstate irtome and franchise tax filings fiostaes parttipating in the
joint audit, theaudior should revew the condadatedfederaltax returns and financial
statemets to detemine if there are aw affiliatesthat havenot filedin thosestatesas
separatenities, or as member of a combined arsolidated filing groupFor combined
filing states using theayce methodolog, theauditor should determine whether the
affiliate has instatesalesthat were excluded fronmé sale factor numeratasrfthd state

For ary noniling affi liates, the aditor shoulderdeavor tounderstand the affiatesd
busines actvities and howheyconduct business, bothasa whole and ira particula
state.If needed, he auditorshould dtain a state by stataalysis & propety, payoll,
and sées (receipts)of dfiliatesto determine Wwether there ae suficient activitiesin a
particularpaticipating state tovarrantfurthernexus investigation.

Whenconsideing the matgality of anexus isae, the auddr must take int@ccounthe
effects ofP.L.86-272 (dsaussed irparagraph 6.0 of this sectionand oher exemptions
from taxin the paricular state at issue (x£h as the exemptns forinsurance
companes).A taxpayemay ke immune fromtax in a paitular statebecase of PL. 86-
272 proection or otherexemptionsyegardless foanynexus it ma have.

Circumstances naohvolving salesof tangilde personbproperty eliminateP.L. 86272
considerationshutthe sées(receipts)factorrules will needto be carefully onsideed in
orderto detemine whethenexus witln a particlar gate will have a sigificant tax
effect Without fador representatia to asignincome to garticar state, the
establifiment ofnexus may not reult in ary mare than he minimum tax.

03.Use ofMTC Nexus Quesonnaire.

Initially, the auditor maywishto obtain flom the tapayer a completeMultistate Tax
Commssion Nexus Qustionnaired (or version adpted for the particat audit)for each
stateparticipatirg in the jont audit for thedx yeas during whichany affiliateof the
taxpayer did not fie returns in ay particpatingstate(See Ehibit E). Alternatively, the
audtor may desig a customizeduestionnairdor the particular audit.
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(a) Follow-up Investigation. After receiving th@mpletel MTC Nexus
Questiomaire, tlke auditor should comparkdresponses to the gst@nnaire with
information previously ofainedregardng t he af fil i ateos
the state. To verify the ac@acy of the responses, the auditor mapgeifessy,
seek addional information from the taxpayer andhers. In the contextf@n
investigation into whether an affite is immundrom income taxation under P.L.
86-272, such additional investigation miaglude, for exampleReview of
procedurabnd irstructional nanuals ér salegepresentatives and supisors

1 Review of instrgtional manuals for sales representatives
1 Interview instate employees or representatives

1 Interview appropriate district, regiahmanagers, or vice presidents familiar
withthea f f | |ale;adpeatidors s

9 Interview in-state custonrs of the affiliates.

(b) Document Regests folNexus Auditswhile not anall-inclusivelist, the following
documentsnayberequestd while conducting aexus aud (notethatthe first
threeitems pertain to any inome taxaudits)

(1) Annual Repat & 10-K. This information will give significantinformation
regarding the perations othe company red most major opetang
affiliates.

(2) FederalConsolichated 112 Return.This information will give information
concerningaffiliatesin thecorporate groupvith 80% ormore common
ownershipand controltogether with some minimatformation rgarding
thebusiness activity of ede of theaffiliates. The affiliates wil be found
on MTC Audit Schedulé851.Notethat ertain affiliates incuding some
insurancecompaniesREITs, RIGs and foreigraffiliates will not be
included on the awsolidated raurn. In addition, partnerships operating
within the state will not be lied on the return.

(3) Stak Apportionnent Fadors. This informaton, usualy requestedas a5l
state spredgsheeto should providehe locatiorof sales i destnation,
property by sta¢ and pyrol by state.Propety shoud include fixed
assets, invaory, land and rent expense.

(4) Job Descriptionsdr Sales Personnel.This informationmay descrile the
activitiesand perhapsalegerritories for sales personneClose
inspection slould be mad to see if dties ofsalespeoplgo beyond the
protecton of Public Law 86272.
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(5) Expens Reports for Sas Staff. Expense reports are very partant to
discover what theales staff areactually doing.It is impotant to getthe
desciption d theirdaily activities when obtaining thexpense reports.

(6) Warrantyand ExtededWarrantyContractslt is importantto deternine
how warranty and extendedarrantywork is conductd. The audibr
needs taletermine ifany warrantywork is conduted inthe stateThe
audtor neals to determiné& warranty work is provided by thirgarties.
The audior must alsaleternine if the cost for repais is includedn the
price of the prductbeng sold.

(7) IndependenContrator AgreementsThe auditorshoud detemine
whetheror not the company usasdependent contractefor sales
activity. The aiditor shauld ask f@ any contactswith independent
contractorsanddeermine if the independenbntractorcreates nexws for
the compan.

(8) Wholesaler andRetaile Agreementsvith Manufacturers and Distributors.
Many out d statemanufactirers and @tributors rely on agreements
(sometimes alled ncentive agreements) &aldress issues such as returns,
excess invatory, prodict placement andisplays, astorner reldions,
trademarkuseanddisplays signage uniforms,promotioral activities and
warrarty work. These agreements may indicate tdogaye has exceeded
P.L.86-272 potections through thactivities of theseapresatatives.

(9) Company Policy or PrcedureManuals.Thes ae important documents to
discover low the @mpanyoperaes.

(10) Delivery and BackhaulingRecordsThese records wilhelp determineif
productsand shiping containersire delvered or backhaulel by
companyowned vehiats, which may reae rexus n a state.

(11) In House Phlications or Newslettsr Often these docments may
contan information thatnay behelpfu in detemining nexus.

(12) FinancialAudit Consdidating WorkpapersThe @mpany may b
requiredto provide fao potentialstate tax kbilities. Thes are often
detaled in the Tax ProvisioAccount. The compaies are ofn reludan
to rdease this informatn.

(c) Detemination of NexusAfter completingthe nexus investigationthe auditor
shoutl congct his or hersupervisotto disciss thefacts and iccumstances and
determne if any addional information should be sought.Uponcompletionof the
fact-gathering process hedecision as to whether nexexists as to any
participdaing statefor any taxyearmay indudeconsultation with th&1TCés legal
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staff.

If needed, the alitor or lecal stdf should discusshe findings wth the aplicable
state(s) to obia theirfeedbak regardingwhether the taxpger would be
considered tthave nexus baskeon tlat statés laws, statutes regulatismsand
policies.

(d) State Request fddexus AuditWhenastate participatin an awlit of ataxpayer
which has not filed return®f any of the tax yeas under audit, theaudibor will
conduct a neus audit.Prior to theinitiating of the nexusaudit, the statshould
agree to assist by gatting ifformation located within its brders.

04.Public Law 86272.

Public Law 86272was emcid by Congesson Sefgember 14, @59, to prohibit states
from impaosing anincome tax uponataxpayer whose only astity within astate is
solicitation oforders for the salef tangide personbproperty that areappoved and
filled from outside the ate(15U.S.C. 8381) NOTE: the immunity ganted under P.L.
86-272 orly applies to txes basd on or measured Imgtincome. Thusmast franchise
taxes and gros®ceipts taxes amot coveredoy thestaute.

Theimmunity providedby Public Law 86272 is epresly limited to interstate
commerceNo sut immunity, therefoe, applies wih respectto foreign conmercebut
somestates appi P.L. 86272when determining whether a taxpayefisubject to tagin
a foreign ourtry.

For selers who are not protexd byP.L. 86-272(e.g.,because their sed ae not salesf
tangide peronal propety), the due pocessandcommerceclauses of the federal
constitution provides the standard foetérminingwhethe or notthe sellelis subject to
the taxing yrisdiction of hestakinto which salesare beingnade.States may have thei
own statutory sandadslimiting theirimpositionof income taes.

NOTE: TheCommission has adoptedssisement of Infornation Concerning Padices d
the Multistate Tax Commission and Signatp Staes Under P.L. 8272. Auditors should
reference that stementfor the nost curentposition ofthe MTC and adopting stes on
the application of P.L. 8@72. (ThatStatenentis available on he MTC websie under
the Unformity tab, and thé doptedUniformity Recommedatonspage.)The Statement
includes thedllowing policy and le@l guidelines

(a) Narrow Interpreation Appies toP.L. 86272 It is thepolicy of each member
state tamposeits tax, subjectto legidative limitations,to the fullest etent
constitutionally permissilte; and to construe the provais of PL. 86-272
narrowly so as to pply that lawto only tho limited ciraumstances tavhich
Congress clearly and reasdoty intended forit to goply.
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(b) GeneralLimitations on P.L. 8272 Proection P.L.86-272 affords no prottion
to a taxpayewhichis incomorated in thestate into which the saleare being
made Also, shce P.L.86-272 apfies only tosales dtangible personal property
it does nat pertainto the selling or providing dfervices, the leasing, renting, or
licensing or othedispositon of personal propgy; or theselling, leasingrenting,
licensing, or other dsposition @ real estat, intargibles, or any other type of
propery. Nor doesti apply to sales which consist @ mixture d tangible
personal prperty and servies, e.g. potographic developnent fabrication of
customeds materials, istallation of equpment, andarchitectwal andengneering
services.

(c) Activities Unprdectedby P.L. 86272 To be protected by P. 86-272, in-state
activity (other han tirough an indepetert contra¢or, as seforth below) mustbe
limited to solicitdion of interstate sales whichr@ appreedout-of-state and for
which ddiveries are mae from outside the statény other activiy unrdated to
solicitation is not prteded. Unprotected urelated activities, suchasthose whch
are rot an integral prt of the soligtation of ordes, include

(1) Making repairs oprovidingmaintenance

(2) Cdleding delinquent accounts;

(3) Investigatng credi worthiness;

(4) Installing or supervigg instdlation;

(5) Conducingtraining courgs,seminars,or lectures;

(6) Providing ergineerirg functions;

(7) Handling cusomercomplaints;

(8) Approving or acepting ordes;

(9) Repassessingroperty;

(10) Securing deposits on sales;

(11) Picking up a replacing damaged or retuad prgperty;
(12) Hiring, training, or supernvising pesomd;

(13) Providing shpping information, ad coordinatiig deliveries;

(14) Maintaining a sample or display roowr imorethan14 daysduring he
tax year;

(15) Carryingsampls for sale,exchange,or distribution in aiy mamer for
corsidemtionor othe value;
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(16) Owning, leasing, maintaining or otherwise ugiany ofthe following
facilities or property

a.Repair shop;

b.Pats department;

c.Purchaing dfice;

d.Employmenffice;

e.Warehouse;

f. Meeting placefor directors, offices, or enployees;
g.Stock of gads;

h.Telephone answring wvice;

i. Mobile stores, e.g. trucks thidriver salespeopteor
j- Real preerty or fixtures ofny kind;

(17) Consigningtangble pesonal propertya any personincludingan
independent cortractor; and

(18) Maintaining, wheher by an irstae or an outof-state esidem employee,
an office or phceof business, whiler irhome or othewise.

(d) Activities Protectd by P.L. 86272 Thefollowing in-state advitiesare protected
by PL. 86-272,which meanghey will not resultin the lossof pratection for
otherwse potected sas

(1) Advertising campaigns icidental to missionary actities;

(2) Carying of sanples only fa display or fodistribuion without darge or
other considett#on;

(3) Owningor furnishing of autogo sdespeople
(4) Forwarding of nquiries and cmplaintsto the lome ofice;

(5) Incidental ad minor advertising, e.g., notice in @ewspaerthata
salespersowil| be in town at a certa time;

(6) Missionary salesdivities

(7) Chechling of custonerdinvertories forre-order, but not for other
purposes;

(8) Maintainng of sanple or displg roomfor 14 days ordss during théax
year; ad
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(9) Soliciting of sdes by an irstate resident empl@gof the taxpayer,
provided that the employee nm#ins ro in-state salesffice or phce of
business, whethendihome or otherwes.

(e) IndependenContractor Activities Protectd by P.L. &-272 Indepenént
contractors magngae in the followingimited acivitiesin the statewithout
causing e outof-statetaxpayer to bse is protectiorunder P.L. 8&72:

(1) Solidting sales;
(2) Making saks and
(3) Maintaining a sales dice.

(4) Salesrepresentatives who repregensingle prigipal are notonsideredto
be idepemlentcontractorsand are gbject to thesame Imitations as
employeesThe mantenaice of a stock of goods-siate bythe
independeat contractor uder consignnent or any dtertype of
arrangement witkhe principal @minates the tection of P.L. 8-272
andthe pringpal to the taxing jurisdition d the state.

() Meaningof Solicitation. To qualify for thesafeharbor providedy Pubic Law
86-272, acorporation mustimit its employeesin-state activities to the
solicitation of orders.Despte its importance as a galification requirenent, Public
Law 86-272 does notlefinethe phrasaolicitation of ordershowever, the prope
intempretation of thephrase has beeaddressel by the U.S. Spreme Court.

(1) In theWrigleycasethe Court definedsolictation of ordersas
enconpassingirequests for purche® andfithose ativities that are
entirely ancillary to equests for purchased thosethat servano
independent bsinessunction apart fom their connection to the sailing
of orderso The Caurt dso hdd tha ade minimislevel of nonsolicitation
adivities doesot cause company tdose the protectiaafforded by
Public Law 86-272, and thatvhether nonsolicitationacivities are
sufficiently de minimis to avdithe lossof tax immunitydepems on
whethe that activily establishea finontrivial additional conrection wih
the taxingstateo

(2) Although axpayes and the statewill differ in their interpretation of the
phrasesfientirely ancillaryd andfnontrivial addtiond connectiong the
Cours nling in Wrigley nevetheless provids a unifornstandard
applicable to alktates, agvell as establisinig ade minimis exceptia to
the activities thatare not potected byPublic Law 86-272.

(3) Auditors should keepn mind thatthese rules are not iehdedo cower all
possibé situatims. Each case wil have tobejudgedonits own facts.

MTC Income & Frachise Tax Manual Page33of 133



Section6i Nexus

More importantly, those tas must be consetal in the context of the
taxpayets activiies within the state as a wig as wellas the twates
palicy and practice.

05. EconomicPresence Nexus

The U.S Sypreme Cou has longheldthat a stag ma constiutionallyimpose anncome
tax an outof-stae canpanythat derives benefit from thexang state even wheret has
no physicalpresence ithe stateAn up-to-date list of cott cases regardgneconomic
pres@&ce nexsis mainainedas part of thé1TCG Nexus School training matets; this
list will beaninvaluable reference for tteditor in deding with this issue.

Samestates aply thresholds o&divity to determine exus thhrougheconomic presence
exists wth the statefor income tax prposes(For example,see the MTGs Factor
Presence NexuuSandard) Other states assestonome preencenexus basedn the
existence ospecific types of actity that occur within thestate regadlessof the amount.

06. Nexusthrough an Agency or Representativ®elationship

Activities paformed within a stamay establish nexusvenif the activities ee
performed byan agemor representativef the eixpayer, rater than the taxgyer iself.
Whethe theagentor representativelso peforms activities for ther piincipalsmay not
be relevat (althaugh onlythe ativities peformed on behalbf the taxpyer ma be
considered in detarining whetter the hreshold for nexus &s been ntg

Therelevant test for determiningerus thig focugs on lhe nature and exteot the
activities wihin astate,and in paticular whether the taxpayer has engaged inhsuc
activities on a systematic basis intended to exploit the taxingstagrke, regardlessof
whether thosactivities are pgormed drectly bythe taxpayer or byan ayentor
representativen thetaxpayeés behdf. In addition, having personned property in the
state on a permanent basis, evenat plnopertyor those emplyees are nad furthering the
market for theaxpayeis good orservices may be sufficiento establish nexus for
income tax purposes.

TheU.S. Suprem€ourt has held that then-state presercof a representativaf an out
of-state sller who conductsagular andsysematic acivities in furtheance of tle selles
businessreaesnexus.

Note that cgporationentties and partrrshipswill often act as agenter representatives
for other affliates engaged in the same @anytbusiness.
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7. Unitary Investigation

01. Applying the Unitary Business Principé through Combination

(a) Preliminary Untary Corsideraton. In staesthat rejuireor allow taxpayers to
file on a witary combnedbasis the audit may inMee an irvesigation of which
affiliates oroperationsare pat of the unitary busines3he untary busness
principle has been developeder theyears ad has beeacceptedvy theU.S.
Supreme Court Many statehave codified adefinition of a unitary lusinesdased
on SupremeCourt precedenTheMTC hasadopteda modeldefinition of what
constitutes anitary business in it&seneral Alloation and Apportionment
Regulation, alsoincorpoatedinto its model combingfiling statues. A unitary
business generalgiwaysinvolvescommon ownersh or cortrol.

(b) Application of Unitary Busness PrincipleApplication of the witary bushess
principle invadves fourseparte but interdependet deerminations.

(1) TheContours of théJnitary Businessd Beforethenetincome of a trae
or busines, i.e., a uniairy business, cabedetemined,an auditormust
determine vat corstitutesthat trale or businas.It mayincludeonly a
portion of the xpayes bushessactivities and it mayncludethe
activities ofcommonly owned difiated cowporations ootherlegal
ertities.If the rade orbusiness includes the activiief two or more
commony owned anccontrolled affiliat es,a combined report or retum
may be requiredto accurately capturéé amount of income earned by a
paricular legal entiy operating within the staté majority of states now
require combinedeturns orreports; even igeparateenity reporting
states, a aobined return mg be reuired in certain circumstaes

(2) The Netincome of tle Unitary Businesd After an auditohas
ascertained #hcantours of tle unitary busness, the awitor mustthen
determinethe apportionablanet incomeof that businessThe man
problem here is toetermine which income constitutes busess income
and whch constitute nonbusiness income, .i.eshich income $ and
which is notfunctionaly related b the trade or bsiness caied on in patr
in the taxingstate.Seethe Computaion of Incomemanual setion of for
furtherdetail.

(3) The Experses Relatedo the NonrApportionable Mt Incomed Expenses
that were not related to thegersion of apportionablenetincomemust
be dedeted in determining the amowf netincome from the unitary
businessSee tle Compuation of In@me manual seicin for further detail
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(4) TheFormulary Pecertage of the Unitary Busiess 8 Theproperty,
payroll, and sles(receips) as®ciated wih the poduction ofthe
apportionablke net ncome of the unéry business are included the
apportionment factors of the pportionmentformula. This involves
combining the faabrs of all the enities of the unitary business(or
included in thecombinedreturn) for boh numerator andeshomirator
purposesThe esulthg apportionmentpercemageis then appéd to the
apportionablenet incone. SeeSection 7 Apportionmentfor further
detil.

(c) The Natire and Purpose d a Comlined Repd or Return A state nay require the
filing of a combinedeport ora combinedetum. A combined reporis generally
an accantingmethod used tdeterminewhat portio of the net inomeof a
corporae memier d a unitay group of corporationssreasonably related to the
corporationGs presenceandactivities inthetaxing stae. The puposeof the
combined rportor combined eturnis to treat a busess conducteloy agroup of
corporatons n the sare maner for state incomeax purposes as itvould be
treated vere it conduad byasingle coporation geratingthrough divisionsin
sone states, theindividud members of thergup ae assesse@hereas in other
stateghe group is assesdas a singléaxpayer In bothinstances, e unitary
bushes principle isused to detenine what divisions orcommonly owned and
controlled coporatons are engaged in a iiary business, what constitutée ne
inconme of thd business, and howat inome is to bepportoned.

(d) Comnon Ownershiand Cantrol. Common owersdip does not exiginlessthe
corpaation isone whichis a membeof a graup oftwo or more corporatian
more than 50 percent the wting sto& of each merber of whichis directly or
indirectly owned by acommon owner or by ommon owners, whether tey ke
corporate or noftorporde entites or by one @ more of the nember corprations
of the groupExampks of common ownershgre:

CorporationP owns 51% ofthe votirg stock ofcorporation S1,
corporation S owns 4%% of thevoting stock of corporaton S2and
corporation Swns51% of hevoting stock d S3. Comma ownershp
exists letween P and S1 and keten S2 and SBlo common owership
exiss betveen P ad S2or S3 or betwen S1 and S2 @3.1f S1G
ownership @ stock in & wereincrease to 51%, tlen all four of the
corpordions wouldbe commonly owned The sameavould be truefiP
owned 2% of the stk of S2 in adition to STs 4% of S2.

(e) Unitary Busness Déned for Canbined Reporting Business activities or
operations cared on by tvo or more corpa@tions are undry innature whenthe
corpordionsarerelated hrough canmon ownerdip and controandwhen the
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trade or lisiness activigsof each of the coporations a& of mutual beefit,
dependent upon, @ontributory tothe activites of one or merof the
corpoitions.This may e evidencedby fads which estalish tha the busness of
the commaly owned group of corprations is factionaly integrated ois
managednd controlled as a single businessenprise with reglting ecanomies
of scale réher than as gmratediscrete bginess ent@risescarried on ly each
commonly owned corporation.

Examples of functionalintegration ag: entralized manufactring, warelousing,
accounting, legal staff, persomhtraining, firancing, puchasing, insurarg;
advertisingtax adninistration, and budgeng; coordinated gpansionor
contraction of businessntegrated sales for¢groduction ativities, research and
developmengctivities, and physical facilities; ahintercompanyléws of gads
and services.

Examples of cetralizedmanagemet are commo officers or diretors,
exchangesof personnel, commuaation between managesnt personnel,
common planning, paretal approvabf major decsions of subsidiaries, canmon
employment ad personal policies, commo financial remrts, @mmon finarcial
and praluction and pricingstandard, commonorganizational ad supervision of
operaional functiors, @mma handling of ublic and geernmental réations,
common publicatios, common commucations fcilities, use oEommon
physicalfacilities, comma business manizatonal repots, use 6common
executive personneand common transpoation facilities.

Ecanomies of scalare closelyassociated vith functional integratiomnd
centralizednanagemeras well as withtemore elusivestandad of the tansfer
of value.In fact, anyhing thatis done incommon by a pa&ntard its subsidiarie
strongly siggess the presence of@mnomies obkcale. For example, centralized
purchasng by a parentdr its subsidiaries would gicate savingshrough more
efficient and maoe eonomical puchasing.

The ultimatequestion isvhether, betweenthe memtlersof the affiliaied group
there ardransfers ofvalue that would not be present betweenelated,
independent, discreteusiness enterprises.

All of these aspects aifinity tie in with the origina Butler Bros decisiorés three
unities test ofownershipoperaton (staff functiong and usel{ne functions).

() Determining the Contours of a ary Business

(1) Horizontal Relationship® business activitis caried on by two omore
commony owned and conblled corporations are gemelly unitary when
all adivities of thecorpaationsare in thesame general line of business
and exhilit functionalintegration anegcoromies of scalef-or example,
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commonlyownedor separatelyncorporated greery stores Wi usualy be
ergaged in a uitary trade or business.

(2) Vertical Rdationships d businessactivities carried on by tve or more
commonly owned and odrolled corporéions are genelig unitary in
nature wherhevarous menbers are engaged invarticdly structured
enerprise.An example of this typeof integration and iterdependecy is
to be found inthe metals indusy, in which the business contssof the
explomtion, produdon, manufactureand distritution d products.

(3) Strong centralied managemé® the members of a groyp of commonly
owned and controlled cogpationswhich might otherwise be awsdered
to be carring on separate trades or messes areanddered b be
engaged in a unitary trade busines when a strong centralized
management dermines policy for eachcorporationés piimary business
activities and wen @ntral offices performsuch functons as acounting,
financing, advertigg, researdig, or puchasing.Truly independent
corpaationswould perform such functiorthemselves.

02. Audit Procedures Applicableto Unitary I nvestigations

Making a untary determination is very factggecific, so itis important for the auditor to
adequatelydevelopthe facts and document them in tivétary section of the audi
narrative. Each auit is unigueandtheunitary factors ttat apply to each audit, ahthe
importence of each, will vary.Followingis alist of the general procedures that the
auditorshoutl considerin conducting a unitary westigdion.

(a) Review the retuns that lave ben filed in all of he combined states padipaing
in the audi. Compare these filingglocumentingyour findings as to whether these
filings are consignt, dc.

(b) Reviewprior audit reports,f any, for al partidpating states to fir out whatthe
conclusimsof any untary investigatios wee, and whether hey are relevartb
your auit.

(c) It is very impotant for the audior to hawe a good understandimg the txpayefs
businesdefore focsing on theddails of the unitary relaionship. The
information the auditor sould use tolearnabaut the taxpayes busness is
discussed in th€re Audit section ofthis manual.The informatia to be requested
for the untary investigaion will thenbe tailoredo the spedic taxpayer.

(d) Review the uniary and combinatin requrements far all partidpating gates.The
auditor must determine wtkeer there is any s&@specific informaton that needs
to be regestedrom the taypayer with respect tohis issue
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(e) If the taxpayer has filed combied eturns n all of thestates thatrequire it and,

afteranalyzing the returns, it appears that ghisrno isse with unty, the aulitor
mayrequesfrom thetaxpayera letter concedingnity.

() Prepare test checks for combinatfonead paticipatng stde in orde to assess

the siguificance of the unitary isse

(9) Discuss the uitary issue with the tgpayer ard determine whatts position is.

(h) If the taxpayerdid not fle combired retunsin a statebut agrees that it isnitary

(i)

()

andageesthata unitary investigigon will not be conlucted the taxpayewill be
requiredto sign aletter conceding unity

Issue a genat Unitary Questionnae (Exhibit F) or a unitaryquestionnaire
tailoredto the taxpayenn staesthat haveuniquerequirementsa questionaire
speific to that stée shouldbe ssued iredditionto the generajjuestiomaire.

As afollow up to tre wnitary questionnae the aditor mayhave to develop
further informatiorrequestsSeeparagrap 7.03below forguidancein
deternining what informatiomeedso be gatkered.

(K) The audtor maydetermine that itvould beuseful to request copies of comiined

returns omprior audit reports from neparicipating statesThese can be recsted
from the taxpayermohtainedthrough exchangef anformation agreements wht
states.

The audior must dbcument the factdeveloped and information received relate to the
relevant unitary factors thoroughly aabjectively inthe awlit narrative.

03.Suggestd Approach ¢ Unitary Deternination.

Thefollowing list of suggestiosmay hép the audito to devebp unitary ad non-unitary
facts.The sugedions apply fo each audit yearThe list should be used onlgrf
reference purposes neede. As usualcommon sense apesin detemining theextent
of utilization of any of tlesesuggestions. The audit repot should indude pettinent
information, whether it evidenaes unity or nonunity.

(a) Corporate Owneship Struatire. List each signitant subsidiary, year

incorporatedyear acquired (if an alreadyexisting busiaess), angercen of the
subsidiayds stock thatis owned.Indicae whether anpther affliate orparent
ownsany portion of the subsidiaiystock and,fiso, the percentagavned.
Provide a chart if a complexesondandthird tiered ownetsip situationis
involved.

(b) Parent Opeational Strudure. Briefly describe the funtionsof each of the

parenés operatig divisions. Indicate: th location of each mafacturing orother
operations facility includedh each divsion the gecific products produced or
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otherwise procesx at eale plart or fecility and/or the regular sendes redeed
by eachdivision; the nanes and positions of thedy officials of each dision and
the cityin which each is headquantel

Whenewr possille, obtan charts showing thesivisions and angubunits as
well asthe reporting lines of authotty.

(c) SubsidiaiesdOperational Structue. For each susidiary, indicate where it is
headjuatered, where edt of its manufaatring or otler operatiasfadlities is
located, thespedfic product it manufacires orprocesesor distributes at each
facility or the regulaservies where it renderat each locaon. Identify its
principal operanhg officials and tke location at wuich each pdorms his/he
services Describe thexdent, f any, to which each dasidiaryreports b ard is
under the @erationalcontrol of a paticular division of the @rert or of another
affiliate. Stating such infanaion in chart forrmay be heiful.

(d) Common Offices and Direcbrs

(1) For the parat corporation, segratly for each adit yea, list the names
andpositions of all corprate officers througthe assitant orvice levels
(e.g., vicepresidentsasistant seretariesandtreasirers).

(2) For the @rent corporation, semtely for eachaudit year, listhe rame o
each diredatr, the chair, andthe vicecharman.Deternine which directors
were offcers of the p@nt during the audit yeaand whit position eals
of them held For thase board nrabers who were not offess of the
parent, indicate whch wereofficers of any affiate, heaffiliate name and
the position heldhere.

(3) For each gjnificart subsidiary, 6r the first audityear and segrately for
the st audit yar, obtain e sane information indicateth (1) above.

(4) For eachsubsidiay, obtain the sene infamaton requeded in (2) above
for the first aulit year and separatefor the lastaudit year.

(e) Parent Management 8ticture

(1) Obtain a corplete desription of the parerds organiational structure
showirg the chain of commandand reporting lingfrom the presidentor
chief executive oficerdown tirough the aganization, including its
divisions.A chat or charts tallustratethis shouldbe obtainedlif at all
possible A majar corporation will usually &avesuch darts.

(2) Obtain a completdeription, for all principal U.S. and foreignaffiliates,
of regular procedures and requiremewtsréports to lhe parent m such
items as cuent sales, curr profit or loss stateents, annual budget,
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requestgor newor expanded poduction and distbution facilities, and
other perodic reportsidentify e&h category of required report and
indicate whether it novesthrough a farticular dvision of the pagntor
directly to the lkradjuarters office of the pareand, f so, to whatofficial
or unitatthe parenté headquartes.

(3) Obtainacomplee descrigtion of the functions and responsibilitie§each
of the oficers d the parerts headquarters as both theparenés
opemtions ad the operations of grsubsidaries.

(4) Obtan a canplete desadption d the organization of tle parenis Board of
Directors andts committees, and the namdglee memiers of each
committee.A chat which shows ths information maye avdable.
Describethe duties ad autheity of each comiittee as to budgets,
aqquisitions, financing, new or expaded facilties, sdaries of pringpal
officers, etc., bothdr the parenitself and forts subsidiaies.

() Intercompany SaleSales may nove from parent to suliiary, from subsidiary
to parentpr from subsidary to subsdiary. Summary skedules which bmp
subsidiaries as group withou further breadown are not helpful in dermining
theexternt of possibé unity among the reladecorporéions. The auditor soud
obtain the following data, for ach audt yeard

(1) Fortheparent, its totakdes to allbuyers, its ttal interaffiliate sdes, he
name of each subsidiary which it made salesand the separate amount
of sales to each subsidry. Also indicatethe generalcategory or
categoiesof praductsor senicesinvolvedin thesesdesif the parent
producessevera different types ofroductsor services

(2) For the parent a® its puchases fronsubsidiaries, tk name of each
selling subsidiary, the separatéenountand typeof productsor services
purchasedrom it, andthe amountof the parentés total purchaseérom al
SOure@s.

(3) For each subsidiary makinigpter-affiliate purchases from # parent or
othersubsidiaris, theseparate amountral type of produstor services
purchasedrbm eachaffiliate andthe total amounof thepurchasng
corporationés purchases from all soures.

(4) For each subsidary making intefaffiliate sales, the name of trafiliate,
the seprate amont and typeof productor servicesold to it, and the
selling subgliaryés total salesto dl buyers.

(5) Obtan copies ofintercompany saledicensingandsewvicesagreanents
and transfer pricingtgdies if any, relating to those agements
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(9) Interoompany Financing

(1) Identfy loans flom paent b subgliaries existing at thbeginnng of the
audit period Showseparae amount for at borraving subsdiary and
deternine thespecific purposefor ead sibstrtial loan andvhether it
bears interst.

(2) Determine the extd of any rgpayments madenceach of such loans
during each audit yea

(3) Idertify all newloans made by thparehduring eachaudityea
separately in aount asto each borrowingsubsidary. Indicatethe purpose
of theloan and whethat bears iterest.

(4) Identify new loansmade dung each adit year by a subsidiary toeh
parentor to another subsidiary &g year, amant, lending &iliate,
borrowing affili ate purposeand whéher it bears ingrest.

(5) Obtain data showing to what exite if any,the parentorporationwas a
guaranor of any loan which was obtained byswbsidiary during the audit
periodor which was outtanding diring that periodldentify the yea in
which eacHoan wasmadeitsamountthe name of the borrowing
subgdiary andthe purposef the loan.

(6) Identify for each subsidiary for eachdit yea the amount of loans which
it obtairedfrom outside sarcesindepemlently andof which the parent
was not a gararor.

(h) Royalty Income

(1) As to royaltes receivedby the paent, fa each audiyear, speciy the total
amaunt received fom all ources, the totalrmount received fromall
affiliates, and theamountreceived fom eachaffiliate. Desabe which
particular ype or ypes of rigits controlled bythe parent wre exchaged
for its right  receive these royalty payents from eachffiliate.

(2) To the extentha anysubsidary received royaltpayments eitler from
the parentor from some othedffiliate, provide thesame dailed
information asndicated n (h)(1).

(3) Identify all situations in which a manufacturing phé of theparent and a
manufacturing f@nt of a subgdiary produce identidgroducts. Hae the
taxpger explain to what extet, in such sitiations, he patets, processs
and trademar& furnished by tl paent, or vie versagdo and/or do not
involve roydty paymaents.

(4) Obtain copies ofaelatedpatty licensing agreements.
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() Research

(1) Identify the location of @chresearch facity, the scope of its actitres,
the numier d personneland the specific tygs d research conducted.

(2) Provide the same data as ifh)(1) for each resarch faclity conduded by
ary subsidiary.

(3) Explain in detail to what extent oordiretion, exchange of dataassociate
prograns,and any other tis existed between a remeh facilityof the
parent ang reeach facility of a subsidary a betweerfacilities of two or
more subsidiaies.

(4) Identify all principd brandname prodwets soldduring the audit yearsyb
domestic and feeign subdiliaries whichare directly traeable to and restl
from reseech propds at the parent in curreot prior years.(This type of
information about theresults & reseach prgeds can ofte be faind in
anrual reports for currenand prior yeas andis usudly availableif the
corporde goup deals in sutitems agirugs,cosmetics, household
appliancs, toiletries, nonpresciption medicinesor other ypes of mas
production consumer prodets newversiansof which are periodicdy
introduced & themarket)

(5) Obtain copes of réatedparty research agreemts
() Training Progransand Manuds

(1) Obtain a deti¢ged description of each oht majoroperational and
administrative areas fowhich theparert has devalped ad used wrien
manuals.

(2) Explain whch of threse, if any,were utilized by anyrincipal subsdiary.
Explain whichprincipal subsidiaries used ¢ manuals and which did
not.

(3) Obtainadescription of each type ofmgor periodic training progam or
schod conducted by thparent.Determinethow manypeople awha
position leves were trained annlig undereach progan and the scope
of the progam coverage.

(4) Determine the extentotwhich pele from ead principal subsidiay were
and/or were ot involved in e&h of the pograms or drools icentifiedin
item (3) above.

(k) Computerand Information TeanologyServices

(1) Obtan alist of each location awhich the parent corp@tion mantains
computer falitiesandbr informationtechnology staff. Explain which
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generakype of wsage guch as pragction dat, sals dataaccounting data,
etc.) ismanagedht each lockon andobtain a complete descriptiasf the
swpe overd by each

(2) Obtain alist of locatiors at which each subsidry maintins compuer
fadlities andor informaton tednology staf. Provide thesame
information as in(1) above for eachdcation.Explain the extent to which
eadt of theselocationsis tied in with oneor more compuer faglities of
the parent toecave or exchange datand ndicate whichoneshawe no-tie
in with the parenés fadlities.

() Insurance Typical types of inswance carried ¥ the parent antds subgiaries
will includefire, comprehensie casidty, theft, group health, and grqulife.

(1) Indicate he specific typesfansurane carried bythe parat corpaation.
In any instancen which more than one typs negotated througlasingle
agent,identify the agenandthe paticular types of insirance it handés.
Indicate to whaextert any typeof insurance coverage rsegoteted
separtely a the dvision orotherunit level rathethan as overall coverag
for the entire parentorpordion.

(2) Provide similar iformation conernng the principabulsidiaries and
indicate theextent, if any, of i premum restrictionsvhich result from
using he ame agnt(s).

(3) Identify each subsidigrwhich independently negotiatesrfiis own
variousinsurance coverage.
(m)Legal Services
(1) Determine the regat sevicesperformedby thelegal staff & the parent
corporation; andreportthe numberof attorneysonthat staff

(2) Indicate which shsidiariesreceived or providetégal £rvices from or to
the parenbr affiliates Obtain specits, if possible.

(3) Report b whatextent ad for what sgcific servies privatelaw firms
were retiined ly theparent, or by ansubsidiay; indicate b what extent,
if any, the saméaw firm regularly povided serviesto morethan one
affiliate.

(n) Centraized Accounting

(1) Descibe the major aspectsf theparentGs accaintingsystem,which
principal subsidiares utilize it to what gtent, am which gincipal
subsidiarieslid notuseit.
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(2) Report to whaextent, if any, hesubsidiaries were charged for ceaht
accounting servces, the mounts chargdto ead, and thenethodor
method used to @étemine the amous charged.

(o) Centnlized Purchasng

(1) Desgaibe any ental purchaing activities & the paent as tospedfic
caegories of purchases, wth paricular prindpal subsidiaries receed
thebenefis of such ativities, and which articular grincipal subsidiaies
did not.

(2) Report tle amount®f suchpurdases for each autlyear to @termine
whethe the adivities weresignificant or relatrely minor.

(p) Advetising

(1) Descibe the extentf any, to which the parentoperdaed an adwdising
division or depement,indicating in detail wht spedic activities it
conducted foeach principal category o productsand the numbeof
peope it regularly empoyed for hese activies

(2) Report wheh principal swbsidiaiies receved thebenefits ofor utilizedthe
advertisirg produced by thearert, the exent to which they wereharged
for this central adertising activiy, how the barges were determinedand
which prindpal sulsidiaries either indpendently produced tkeir own
advertisng or did no use ag of the centrallyproduced adveding
materials. Determire the annuald@vertisirg coss ofthe parehand of each
affiliate for each audit year.

(3) Determine whether theubsidiaries referredottheir parent n their
advertising, e.g., ABC Corporabn, asubsidiary of XYZ rporation.

(q) Pension Plas

(1) Obtan detaled informatian cancernirg each pension plan of the parent
corporation,indicatng which categoriesf officersor employes were
eligible for each planwheterit was contributoryor noncotributory, and
its gereralprovisions as to whebenefitshecamepayalbe; and peciy to
what extent it involved any stoasption provisons.(If stock options wex
provided uner a sepata dan, treattha separately List detail about the
personnel whadminiger each fan andlist which company thegre

enmployed by

(2) Descrile towhat extat, if any, officials an/or empbyees of subgliaries
were eligibe for ary of the paratés pensionplans. If they were eligible,
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reportwhich prircipal subsidiariesvere induded in eat of the parenis
plans and Wwich wele rot.

(3) Obtainthe same infomation for each penen plan atach pincipal
subsidiary.

() Generd Administrative 8rvices

(1) Obtan similarinformation with respetto the poviding of any other
centraized sevices, e.g., pubtirelations, dfirmative actionand
governmenal relations.

(2) The costs of entralized servicesiayor may nothave ben charged to
subsidariesfor whosebeneft theywere perbrmed If the paent
apportioned suchasts, r@ort the totalcosts for eachudit year, the
specificitemsof serviceor activity by the peent which theg costs
representedhe at¢ual anount chaged to eachnincipal sulsidiary, the
method or nethods usdfor gpportionng thecharges, and thname b
eachprincipal subsidiary with was na charged anyqrtion of such osts

(s) Newly Aquired Suhsliaries

(1) Obtain adetaled historyof the opeations of thenewaffil iate upto the
date d its acquisiton. Determine when it wa in@rporatel, where
headquarteredhe naure of its princig incomeprodudng acivities, the
locationof each manufactumg or other facilly and the produts
marufacturedor services provided at eah facility. Determine tle extent,fi
any, to which t had any reguar business relatiohgs,such as slling to
or purchasing fron eithe its new parentor any of the pareid subsidiaries
in theyears precedinthe agquistion.

(2) Determinewhether he new parentroany ofits subsidiarie®eld any
minority interest in the new corporation for to the acquisition datelf so,
expain the exent of such owrership and when acged.

(3) Obtan alist of the names anglositions ofall of the oficers ofthe newly
acqured corporation as of the beming of theyea during which the
acquisiton occured.

(4) Obtain a list of thenarres d all of the drectorsof the rewly acquirel
corporationas ofthe beginning of thegar duing which the acqusition
ocaurred.Crosscheck with lists of the officerand drectors of the paren
and its sbsidiariesat thestart d that year and dermine which, if ary, of
the drectorswere eitheofficers a directors of the parent anat of eny of
its subsidiaries.
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(5) Obtain detailconcerninglte acquisitionDetermire thedate when it
occurral, the percerage of sharesdid afte the acquisitionwhat the
sdling pricewas and whethe paymenwas n cash oshares of the
parend sbck ora mmbinationof bath. Deternmine whetler there was any
agreement asaart ofthe sde that some pall principal oficers were to
beretainedto continue to ograte andmanae the aquired ©rporatbn as
before and, if sowhat continuing eploymen commitment was mad by
the parentto each ach dficer.

(6) Obtain a Ist of the mmes ad postions of al of the officers of the
acquired cgooratimn as of the emh of theyearduring whichthe acqisition
occured. As to any newofficers,determine wich, if any, werealso
officers or drectors of the new parent aof anyother sibgdiary ard, for
each of tlem, thetime when they obtained tlaelditioral position.

(7) Obtan thesame informationvith respect 6 the directors oftte newy
acquired cquoration at the d of the aquisition year.

(8) Obtain the same infoation with respect to all othie officers of he newly
acquired corporation.

(9) Obtan the saneinformation wth respect to the newlgcauired
corpordion.

(10) For the acquigion year and eeh subsequd yea, preparea se@rate list
of changesnstituted by the @rent at the newlgcquirel corporation
during tha year alone, and of the daten which institued.

(11) Determine theextent towhich thenew paent provided ay centrailzed
savice to theacquied corpordion, the mture of the sevice, and when it
began o be providd to the aquired corporation.

(t) Intercompany Personndlransfers

(1) Determinewhether any paon who beame a new oftierin the parenh
during theaudt yearshad previously been anofficer or key employedan a
sulsidiary of the parentf so, ddermire his/her positiondrmerly held,
theyear when he/sh becamanofficer of the parent, and thaunber of
prior year®sewricein the sisdiary and ay other affliates.

(2) Obtain a list of any norofficer keyemployee transfers between dites
for each audit year. These uld include persos at he supervisotevel or
abow at prodwction plants, at cstribution centersard on adninistratve
stafs. For each sugberson,list the rame, the yeaof transfer,the old
position held in whiclaffiliate, and the new position held which
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affiliate. Ths list shouldinclude trangers betwen the prent and
subsdiaries as welastransfes betwen subddiaries.

04.Lines of Business

The activities bmanylarge orporate businesses are vegneplex The or@nizationa
structures othesebusinessemay corstitutetwo or mae unitary lusinesses; and one or
moreof those unitay busiresgs may onsist of lines of busiess fa which, even though
they areunitary andtechnically combinablghe comiming of ther income and factors
cleady will not produce a far andreasonableesult.Forexample, combiimg (a) a
management company raeag royalties fromaffiliates with(b) aregionalcompany
selling angible persongropertyat retailcould resulin adilution of the income
generated byhe managenreé comm@ny incertainstates Otherexamplesvhere
combinationcould result indistoition of income in some states incluci@mbining a retail
line with afinanaal line, combininga manufaatring line with a reail credit line, a
railroad with an oil compay, anairline with a hotel chaingr a tobacco distoutorshp
with a restaurant @m.

In such instance# may be necessato apply differenapportionmenformulasto
different business linegnploy separee accounting, or make other adjustmentsrtsure
that the taxpayés busiresspresenceand profits ardairly reflected in edt of the states
in whichthe taxpayer opates.This does rot disregard the unitiedt simgy complies
with the overriding cortgutional requrement thathe resultbe fair andreasomble.

In mary insanees, tre wo lineswill be owned and cotrolled by a holdng company
whichwill engage in @rious financihoperations for the benefit dheentre untary
businessThe holdingcompanymayinves tempaarily exces®opeatingfunds fa the
two lines on a kBort-term besis pending anoperaionalneed for hem. The return @ such
unitary businesmvestments should be incledlin the apportionable incoend the two
lines on some resmnable basj e.g.,proportional to thesplit of all otherapportionable
income orproportional to the glit of gross receipts.

The very natureof a tolding company ishat it owns, controlsandmanages its
subsidiaries anthat it condwctsno operatingpusinessThat is tsreason for existig.
Therebre, what is known agassed unity will be present, ashcombination with the
subsidiarievill be appropriate, but scalled fienterprisé or fliopeationab unity may not
bepresentWhile some early courtetisions heal that combination was nappiopriate
theweightof authorityfrom more recent cases recoge that combination isequired in
such circumstance¥he audior must still pursue # collection of all pertinent
information to support a unitargetermination.

This can be a more comgéted tak inthe case of aanglomerde. If the parert actually
conductsan @erating business which isseparate and gtinct from the unitary business
its subsidiaries, though, maybethat that operating birgessis only one ¢ two or more
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unitary bisinesses in whidh the conglomerat engages, theecond bing that of managing
ard cantrolling its dversified subsidiaries.

05. Other Documents to Examinerad Other Unitary Information

The followingis a list of oher dowments and inforration that can be seful in
detemining unity.

(a) Corporate Mnutes, includingall committeesThe minues may reveal whynajor
corporate actionsavebeen taken,ra why the orgaization is stuctured thevay
that it is.Centralizel functionsmay be comrarted uponThe dsaussiors of
maja policy decisons aul the repats of segmentanagers may be helpfuh
ascertainig whether centralized managentexists. Statenentscontainedn the
minutes willbecome builthg blocks for follaov-up questions used ifnterviews
of officers.

In addition toboardminutes, tke auditor bould review mnutes of Committee &
Sub-committee meetingsf the minutes ae not very detailed, he agadas that &
sent to the idectors may be heipl.

(b) Busines$’lans andAgerdas Busines dans ad agedas preide insigh into the
degreeof involvemert of centraleed managment. Businss plans may include
stratege plars, budget plans, long-term plans, ad mission & vales statements.

(c) Employee Communidans. In additionto informaion alout general bsness
operations, employee communimas mightbe helpful inascertaining the
exisence of employee ansfers andhanagementinvolvement in thevarious
operatims Items to review inludecompany bulletis and anouncemats,
employeenewsktters, corpanyorienation materials and historicalublications

(d) Manuals Manuals can provide imimation on the degreef @entralized functions,
common practicesandmanagement involveent. A specific list ofall manuals
should be reqiesed to ensurethat allmarualshave ben identified. When
reviewingmanualsauditors shouldequest the versiom#& wasin effect for the
years under audit If that version is ot avalable, the auditoshould ask the
taxpayerto canfirm or document whether the specificinformation rdied upon
from the manuals existedidng theaudit years.Sonetypes of manuals wbh
taxpayers may haveomldinclude policy and procedure marls, opeating
manuals schas advertising, accoung, and maketing manuas, formsmanuals,
and inemal audi manué

(e) Consolidated CPA Workpars The files may conten the followng uséul
information:intercompanyacmunt analygs andother consatiation workpapers,
administrative files tat may nclude an oerview of howthe corporation is
structured, amnalyss of corporate minutes amdiracts ofsignificant comnents,
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(f)

managerant conmert letters, fnangal statenent by entity, SEC,Regulatory ad
Governmenfilings, and tax return worlgpers.

Cout Actions. Various murt actions involving the taxpayeould provide
information regardinghe opeations or abouthe inner workings othe conpany.
Some ofthis information may ke found insearch of our subsption servicesbut
aseparate inquiry ay dso bemadein thisarea &éng with a revew of the amual
report and SEC K. Key officers or managers may be askeshether they have
been deposed as to facts aboampany opertions. f theansver is yes, the
following steps shdd betaken: tan<ripts of testinony shouldbereviewed,
depositions shouldoe revewed, and the nature of actgtaken should be
determned. Depositiontranscipts or exhibits argublic in natire andnot subject
to the argumendf atorney/clientprivilege.

(9) Speedhes Speeches giveby exeautivesat mnferencesstockiolder meéngs a

other business ¢faerings povide valuable insight io company opeations.
Through thenteniewing process, inquigs maybe made to Hp determine what
speeches were gén. Somef the areas to eXpre includetranscipts of
sharehol@r meeting, newpaper articles, eployee newetters, videotapes
shownto enployeesand confeence ageraks

(h) Corference Mateals, Press Rdeases Testimonybefore ngressional or

()

Regulabry AgenciesThesesourca might be helpful in urderstanithg the
interactions betveen compnies and involvemeinf managemeniheexisence
of such ifiormation might beidentified througharesearcha&vice seach.

Internd Audit Reprts. Interral audit reports cabeavery helpful source of
information.Repats issed to mangementwill set forth the level of ampliarce
with establishd company plicy andproceduresThe following information may
beobtained: internal auidl reports abngwith the report to managesnt, nternal
audit maruals anl procedures, ahrepors other han intenal audit reports, if any,
generaed by internal audli

Capitd Expenditure Authorizations Capital penditureauttorizations help
determire the degreefocentralized maagement. Thepolicy and procedues
manual should be rewieed b determine he levds of authorization ahthe
approval procedures fargpital expendiures. Theapproval limits at the sufidiary
or divisiond levels $iould bedoaumented.

(k) ManagemenFee Allocation Wakpapers Managment éeallocations cané

usal for deerminingcentraized manageent involvementThe auditorshould
idenify the anmount d chargesmade to the sp#ic subsidary, analyzehe
charges ¢ determine th&eomponents ofhe managenent fee, ad determine ho
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()

the maragement fee is callaied. Theauditor slould oldain copie of all written
management @reements ocontrads, if any.

Reguatory ReportsReguhtory reportsequired to befiled with vaious fecderal
and sate ag@ecies canprovide extense informationas tothe background and
operatons of thecompany as well as financial infonation thatwill be usdul for
examinng income, @portionment factorsand otherssuesSome types of
regulatoy repats are spcific to anindusty (i.e., banksre regulatethy the
FDIC and state b&ing agecies; eletric companies are regulated the Public
Utilities Commisgon, airlines ae reguléed by the Federal\VAation
Administraton, etc.). Other repor ae requiredvhena corpraion takes certain
adions.(For exanple, when large corporiains aranvolvedin mergers or
acquisitionsthey mayfil e extensive infanation with the Feceral Trade
Commission pursudrno the HartScott-Rodino Antitrust Improements Act ¢
1976.Information provided by suchifing includes details of intercompanyades,
product Ines, locdions of factoriesa descrigion of the acquision, and studies
suveys, aralysis and reportprepaed forthe purpose d evaluating the
acquisitian.)

(m)Taxpayer Wedite Theinternetis a valusle toolin gatheing information

particdarly, thetaxpayeré website isvaluable soure of informaiton about ts
operationsSuch adinesof business, sergesthe taxpayer fersto their
customers, etc.

Onceall of the documentation hasglen examinednterviews of key officers may
be necesay to tie togeher the pieceand to expad upon the audorés findings.
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8. Computation of Income

01. Starting Point Used br ComputingState Taxable Income

(a) Most gates conform to the fedral law wth regard tdoasicdefinitions of gross
income Some sates havdvollingd conformity, meaning they atform to the RC
unless tle legislaturedecoupésfrom some provision. Some states hastatico
conformity, meaing they conform to the IRC at a particular date.

(b) Most statestat with Federal Taxabléncomefrom thefederalForm 1120.This
will beeitherLine 28 or Line 30. Line 28 d Form 1120 is feleral taxable income
before ret operatng lossesard special deductions; line 36 fedeal taxable
income after nebperatinglosses and thiederal special dedtion for dividends.

(c) Sone state sttutes donot require modificationso Federal Taable Incane ine
28 or line 30 but rather make theown conputation based on either li28 or
line 30 and provide foreconcliation to theincome per the federall20.

02.Reprting Methods

(a) Searate Compny (Singk Entity) ReturnsEach conpany that hasexus inthe
state is required to file anncometax return.

(b) Combined ReportingThe members ofraentre group of corpmtionsengagedin
aunitary business may be ragedor allowed to file acombiredrepot to
compute the combinadcomeof all membersof the graup. Thereporting
companiesnaybe onlythe @mpanies thizhave nexus inhe stateor may be all
companies in the unitgy group

(1) The purmse of a combined refas to deteemine the stat incomeof those
membes of thegroup dang businessn-state, to adjust fantercompany
transadions béween membes of the unitary group, andtprevent te
avoidance of taby shiting income andleductons between members.

(2) Theownershp percenage for @temining the unitary goup nembers is
normally greater tharb0%as opposed to tH&0% requiementto file a
fedeml consolidated retur.

(3) Typesof Combinationd

a.Worldwide Combnation.This typeof comhination requires tht al
corporations @gaged in anitary businas be inaldedin the
combined rgort regardless of whereely are leated,including
those orgarzied or operding in foreign ountries.
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b.Domesticow at e r 6 gnbieatog.l@ a doimest combinaton,
only domestic corporatians are combinedA wat ga 6 s ed
combindion includes the taxpger corporation and its &fiated
entities including domestic andettain foreignentities, depending
upon the stat® rules but the incomeand apportioment factors to
be casidered in the conbined report wold be limited to income
derived fromor attrbutable to sourcesvithin the Unitel StatesA
state that has a tévaven provision may also include income and
factors of foregn entities.

(c) Conslidated Reporting.Somestates thatrequire corprations b file combined or
single entityreturns preide foran electonto file a consolidad returnSome
states can aopel thefiling of consoldated returain casesvhere there is
distortion of income.There aréwo types of cosolidaed reurns andsome
genenal requirenentssud as haing controlof a majoriy of thevoting stock, etc.

(1) Nexus Casdidation. This typeof consoldaion requresthe inclusion
of the income of all nrabess of the affiliated gwup thathave nexa in the
stak. The @mputation 6 consoldatedstae taxablancome involves
adding up eachmembeds sejarate net income ooss,reflecting
intercompany elinmaions.

(2) Corsolidation of Federal AffiatedGroup. This type of casoliddion
requrestheinclusion ofthe income bthe entre federa affiliated group.

03. Sgparate Company(Single Entity) Returns

The auditor should compare ¢hproforma fedeal returns filedwith the state returns with
thefederal profit and las statemenand lalarce $ed included withthe federalaffiliated
group (onsolidded federal 1120

The auditor should analyzeonsolicited federal eliminations an@ny othercornsolidating
adjustmets that may apply to the sep# entity filer. There ae usually dff erencs in
state limtationsfor aseparge entity filer ompared tdhe affiliated groupwithin the
consolidatedederalreturn.

Examples of such ites can beapital gans and lossesontributions, dividends.
04. Computation of Domestt Combined Incone

Line 28 or line 30 ofthe Corsdidated Federal 1120 will be the begining poir,
dependingon the sate. Dependingon the statdaw, additions tothe abovewill be macde
for the Fedeal 1120 Income of Unitarlpomesic Companies not inclued in the
corsolidated réeurn (i.e. Companies omed morehan50% bu less than 80%)Any
nonunitary domesticompaniesha have bee included inthe mnsolidaed federal 1120
return wil besubtracted Review interompany tansactionsa see if Federal120
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Section 87 Computation of Income

ConsoldatingAdjustments (transacins betveenConsolidded 112 unitary compaies
andunitary companiesiot included in the @nsolidated 11@) neel to be evised.
Eliminate divdendsbetween combined domestic swaniesThe result Wl be Domesic
Combinedncome.

05. Computation of Waldwide Combined Income

(a) Conputaion. Domestic Combinedncome will ke the leginning wint. The
income of foreign wmitary affiliates will be addedatthd. Intercompany tvidends
will be eliminated ¢ theextentthat theyare deived fomincome whech has
previowsly beenncluded inthe apprtionable incomeAdjust fa changesn the
Profitin Inventories or Assets agrable tothe combining oforagn companes.
The resit will be Worldwide @mbined Incane before SpeciaFederal
Deductions. If the FederalSpecal Dedutions (N.O.L., Dividends Received
Deducton) are #owable fa a given state, thewill be state djusiments.

(b) Source Docurants The SEC 10-Ks and the Annual Repa@to sharehders can
oftenbe wsedas source&loaumerts fordeterminingworldwide income When all
affiliated companiesicluded n the financial reportare moe than50% owned
andare members afhe unitary busirgs, subtret from the financial report
income the dmestic book incme déermned fromSchedule M-3 of the Fedeall
112Gs. The renainder will be theforeign souce incomeThis item is generally
verifiable from the taxpagrés financial cosolidating workpagrs, which will
usually reflect anyadjustmentsnade for finanal reportpurposes thiamay not be
allowable fortax reporiing pumposesReverse thse adjatments ad add ths
revised foreign sarce inmme to the U.S.consolidated taxableacome reported
on the FederaForm 1120 as a stiing point.There will be @ need ¢ adjst for
intercompany profis in inventoies orasets asthese items wilhavebeen
eliminated in tle consolidated finamal staements. If all affiliated companies
the FormsLO-K or Annud Reports are not uitary, devebp the worldwide
combinabldinancial dat an acompany bycompany basifrom reliable surce
data discussd n the folbwing paragrphs.

(c) Use of FederaSchedule M-3 in Computing Worldwide Incom&he Fedeal
Schedle M-3 is effedive for anytaxable year eridg on or afte Decemker 31,
2004. The Federal SchetuM-3 will make thecomputation of uritary worldwide
income for large comrations much easiéor state audites, especially in cases
where the topparent @ the unitay group is a US. corporation.

(1) Requiements folComplding the Scheduleln general this schedulenug
be filed byacorporation regired to filke Form 11P, US. Corporation
Income Tax Return, that reports w Form 1120 athie end of the
corporatioiis taxabde year ptal assts that equal oexceed $10 milbn.
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Howevwer, a corportion is only required taconplete certan sections of
Schedle M-3 inthe firsttaxabk year the corpot@nis required to file
Scredule M3.

(2) Detal Shown on the &hedule Partl, lines4 through 110f the Schedule
M-3is a consolideedschedle that reoncies the taxpayeis worldwide
net incane (loss) per thencome satement of the fiancial statem@rts
the ret income(loss) of the corporationscluded in te U.S. tax retur
(the U.S. onsdidatedtax group).Following is a brié explamation of ths
pat of the schedle:

Line 4 - Startwith worldwide cosolidated net income (ooss) from tle
incomestatement.

Line 5- Remove net income (boss)of foreign corporationthat are
includedin Line 4, but ot in the U.S. condaated tax group.

Line 6 - Renpve net irtome (or bsg of U.S corporaions tratare
included in Line 4put not in heU.S. consoidated tax group (for
example, 51% t@9%- owned U.S. subsidiaries).

Line 7 - Include net income (oloss) of corporatiosthat are
consolid&ed for federalincometax purposesut are ot included on
Line 4.

Line 8-Adjust (remae or indude) elimnations of intercompany
transactions that rate to nonincludible entitesremoved inlines 5 and 6
or included in line 7,daving only intercompanyeliminations thatelate
to indudible erities. Generally for those corporations resxwed on lines
5 and6, Line 8 will add back dividends received the U.S.
consolidated taxrgup and adjstfor minority interests included on
Lines5 or 6.

Line 9 - Include adjistmentdor differences betwea the axpayeés
income statement year and taturnyear.

Line10 - Include any other necessary adjusttaand attach a detailed
schalule of thoseadjustments.

Line 11- Line 11 is tlke net income (or los) pe the incone statenert of
the onsolidatal tax goup. Taxpayers that did not preparaéncial
statementsvould erter net income (or loss) per bookslaecords for the
U.S. constdated tax goup.
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06.Income of Foreign Affiliates

The déermination of foreignaffiliateincome wil largely dependupon whetier the
foreign affiliates have a \$.based parentmaforeign based parenthe actual aud
procedures to be used iretérmning incomeof foreignaffiliates will dependn part on
the record avalable from apatticular tax@yer awl the crcumstance encounteed in a
particular auditTheadual mehodusedfor determining and verifying irmme of breign
affiliates ismainly a question of judgment

If there is a foreigrbased paren, the annal repots can ke usedto determme wortwide
income,butthe figures will have to be convertad U.S. dollais. SEC Form20-F may
also be usetb determine wddwide income

07.SEC Forms10-K and Annual Reprts and Their Uses

Recortile the inome repated per thestate taxeturn to sora verifiable amounin the
Annual Reprt or audited financiastatements, paticularly when foreign affiliates are
included in he mmbined reportUse the mstreadily avélable sources to reconcile
income of dmestic corporatiors and foreigraffiliatesto theannud repors or to
financialstaementslf foreign afiliates arencludedin the state combined return as
filed, the econciliation may entail no orethan compring the income reported pieir
retums and damestic lmok income withthe annal report income.

The Securitesand Exchange Commission (SEC) fos 10-K andcorporae annual
reports can often be used as soul@meuments for the determinam of worldwide
combined incomeSteps ha can bedken in the verifcation processncludethe
following.

Determine wtetherall affiliates are included irhe AnnualRepat or SEC Form 10-K.
The notes to the financiatataments will disclose whetheonsolidated statements are
filed.

Using SEC Fom 10-K and AnnualReports, determaworldwide bookincome.If
companies whichare over50 percent owned ar®t included inthe Annu&Report or
SEC Forml0-K, obtain a opy of their separate statemersdadd their book income to
consolidéed ok income.

Determine the book income ofamesic affiliates.Deteamine US.domestt income by
using Schedul#-3 of the mnsolidated Federdform 1120.Line 1 of Schedul®1-3
reflects mt income per book<Checkto see whether all U.S. affilies areincluded in the
consolidated Federal Form120 sincetheremaybe U.S. affiliates iling sgarate Ederal
Forms 1120, 112F, or, in the case of Roreign Sales Corporation, Fedl Form 1120
FSC.In the event thaaffiliates are filing separatetums, ad Line 1 of the sparate
Schedulev-3 to the incane of theconsdidateddomesticsulsidiaries.
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Theresult of @cumulating bodk income and the tieral tax provision per thecBedules
M-3 will be domestic book gone per the Federal Forms 1120

Subtracthe domestic book irtome, determined in Spe8, from the waldwide book
income, det¢rmned inStep 2.The difference will be socalled foreign sorce book
income.If a copyof consolidating inome statements or @R6long form report is
available, book irtcome of ©nsoliddedforeign subsidiarieshould be readilyverfiable.

Comparethe foreign surce bok incone arived atin Step 5, with the foregn source
income derivedrom Federal Forms4&'1 discussed belovior reasonableness.

Ask the taxpayer ¢ reconcileany materid difference betwen tre foreign sourcencome
derived fromthe SEC10-K or Annud Repat andtha shown onFederal Forms 547

Discrepancies mayclude domestic as wedls foreign adjustents and may include the
following &

(a) Consolidaing adjstments.

(b) Differences in théaxpayefs methal of accaunting for book purpges versstax
purposs.

(c) Omission of inome for one bmore ertities.
(d) Under reportig of income per th€ederal Brms 5471.
(e) Indusion of nm-deductible resrvesin book income.

Once anymaterid differences &e satisfactoly explaned, he audior should have a
ressonable figure for wrldwide foreign sourcencome. If the dfferences cannot be
explainal satisfactaily, theaudtor should potect the st&s interest by using té larger
of theavailable figures for foreignincome.

08. Consoldated Working Papers and Téir Uses

Theconsolidategtatements appeag in theAnnual Report or SEC For 10-K showan
overall picture d thefinandal position ad operding results othe parent andhose
subsidiary corpanies whth are opratedunderacommon on unified controkor
purpo®s of the consaated statementtheindependent legal existencetbe separta
companés is disegaded. Theconsolidaed satemeis do not presd the finarcial
position and operatg results of asingle legal ertity. These statements shakae daa of a
business ertly or economic um consisting of a group of legabmporate etities.

Consolidatal gatements Bouldnot be vievedas substitutes fdahe legal acounting
statements whh reveal he financid posiion and operating processtbe irdividual
legal entites.Both the cosdidated and the individual legentties staements shad be
availade sinceeachtype serveslistinct purposesrd supplies datanot revealed by the
other.Request te conslidating working papers as a norhigeld audit practice;
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patticularly when faeign affiliates are involvedhecauseheindividual legad entityts
financial satements will usally be the besavalable source ér determining thencome
of each foren affiliate.

09. Source of Foreign Finartial Statements

Foreign affliateindividud financial statements,hich havebeen transleéed into U.S.
dollars and expressed in confanity with generdly acceptedU.S. accounng principles
are wsudly the best soucesfor deermining foreign sourcencome for inclusion in the
combined reportUsudly, the most readilavailablesource of thdoreign affiliate
individual financial steements is theconsoidated working papes which argreparedto
support he prepaation of the consolidated finanai datementsThe working papes are
usually prepared in a format wich allows he combining similar items of ach
individual legal enty and the elminating of intercompany gms by lising eachentity
horizontally.

10. Information Included in CosolidatedStatement

Included in theuselll informatian that can be otained fromthe consolidatedorking
papers are:

(a) Intercompanytrarsactionswvhich can be used to help substantiateity, sich as
intercanpany reeivables and pgable,intercom@ny purchases andlss,
interest, rentspthe intercompanyeavenueand expensaeéms, intercompan
loans andinancing, ad intercompany umeaized proft.

(b) Currency translation gasrandosses

(c) Income ad finandal position on an indidual mmpany basis.

(d) Differencesin accounting methods usey the varios membersof thegroup.
(e) Differences in accountingeriods.

11.Form 5471, Information Returnwith Respecto Controlled Foreign
Corporations

This form can beised as an alternativewgce fa determiring the income oforeign
affiliates.Keepin mind, whenusing Form5471 as a soce that the forms an
information eturn andusudly is not audied by aFederal agentAs a resultfaxpayers
are sometimesat asdiligent in its prepation astheyshould beAttempt torecorcile
the totl of theforeignsource mcomederived fom Forns 5471 with theAnnual Report
or SEC Fom 10-K income.Uselul informaion which can be btained fromForm 5471
includes:

(a) Profit ard loss statement for étaccouning period.

(b) Balance sheeatsof the end othe acourting period.
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(c) Analysisof changes irsurplusaccourts.

All three of the dove staéments are requiretb be filed n conformity with geeral
acceptedJ.S. accounting pniciples n such form ad detailas iscustomary fothe
foreign coporatin® acounting records.

(d) Analysisof intercompaly transcions between forgh corporatonsandrelated
corporations, bth foreign and domeist which is usefuldr developing
unitary/non unitary data.

(e) Principalbusness activity, mme, contry of incorpomation, owrership inteest,
principal bisinesslocation, and accountoperpd for each foreigraffiliate.

() Profit (loss) forthe taxable year per book incomedreftixes with adjusnents to
detemine eanings and profits fa U.S.tax puposes.

(g) Nature of busirss, acownting peaiod, principal business locatn, and ontrolling
U.S. coporation.

(h) Unrealized exclange gains (losses), charges to resedagsetion,and capital
gainsard losses.

() Income axespad to foreign coumtries.
12.Foreign Book Income

Of thestaesin the MTCJoint Audit Programthatrequire or panit worldwide reporting,
somestates require the use of book incometbg foreign subsidiaries amdherstats
provide the taxpger the opton of usng bodk income of the forgin subdiliaries or the
book income adjstedto tax accounting standards as uld be requied by the RC if the
corporation were incorporated the United States.

13.1RS RevenueAgent Report Federal Adjustmens

Take RARadjugmentsinto account in dtermningincome.Prepare aegrateschedile
detiling such adjusments.
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9. State Adjustments

01. Conformity.

Most state incoratax statutes are badonfederal statgs; howeverthere are usually
some variaoes in computig statetaxable incora. State nodificatons arethe
adjustmens needed to reconte federal tixeble income tostate taxale income.

State modiftations vay by state.This chaptecoves the mostommon state
adustments.

State modications fall irto two broal categoriesadditionsto income and dedctions
fromincome Additions will increasdederal taxable mncome and dductons will
decreaséederal taxabe income.

02. Additionsto Income
(a) Taxes

(1) FederalLaw. StateJocal, and foreignncoméfranchisetaxesare
deductible expensefor fedeal income tax purposegor federal tx
purposes,a taxpayer can elet take a forgyn tax credit.If the foregn tax
credit is éected the foreign income tags are not eductible.

(2) State LawMost sates providethat sane or all of thesetaxesarenot
deductible Since hes taxes have beereducted in computing federal
taxableincome,they must bedded backor statepurposes.

(3) Audit Procedure The state, loal, andforeign incomdaxes must be
verified to the axpayerés workpapers detailipthe deluction fortaxes on
the Federal 1120ine 17.

(b) Federal Exempt Inteeg

(1) FederaLaw. IRC Section 103 provides thanterest ncome earnedn
obligations of state ookal governments isat taxable Thisis called
munidpal interestMunicipal interestis included for bookpurposes but
not fortax purposes.

(2) StateLaw. Many stae statues provide hat interest onlaigations d state
or local governnents thatare excluddle from grossncomefor federal
incometax purpsesmust beadded backin same sates interest on
obligations of the homeae ae not alded back.

(3) Audit Pracedure TheFederal Exempt Interest (Municigaterest)is
listed on the Fedral 1120 Schedle K and shoulalsobe reported on
Form 8956-A. The amount ofmunicipal inerest is includedon the Fedeal
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112Q Schedule M3, but is not separately s&aton this form Also note
that taxpayers are reged to reportnvegments in municipal obligations
on the balance sheet, Federal 112thedut L. If the axpayer has
reducedhe amaunt for interest earnd from obigations d the homestate
verificationmust be provied in the taxpayeés workpagrs.

In cass where you ee auditing a capany that easmia mataal amount of
municipal interest ad has nore than one corporate t@mion that invests
funds thetaxpayer musprovide 51 gate apportionment det for the
municipal interest.

(c) Depreciation Aljusments

(1) Federal LawFederal lawgenerallyprovidesthat taxpayersra not
allowed to expenstne cosbf assetshat areconsdered capital in nature
unless specifically provided for in thelRC. Instead anannual dpreciation
deduction (cost ree@ry) isallowed.See RC §167 and168for the
generalfederal rules inclding bonus depreciation

(2) StateLaw. While many states folbw the fedeal depreciattn mehods
samestates d not and povide that fededadepreciatiormust be added
back to incane and a state gdeegation adjustment conputed.As federal
rules changéeg. the Tax Cuts andlobsAct, etc), auditas should check
whether gates have confared o decoyled from depeciation wules.

(3) Audit Pracedure If the taxpayer has mdeno depreciation adjustmernhe
audtor must deternme if one is reqiredby state law andnspecting he
federd depreciation schedule (Form 82) andthe relatd workpapers
Those fgures areusedasa starting point in@mputing any reguired state
depreiationadjustment.The auditor may @ed to review prior year
depre@ation exgnse computations

(d) Federal Capital LossCarryoverCarrybackdeducted onthe Fedeal Return

(1) Federal LawIRC Setion 1211(a) Inits the deduiton for capitdlosses to
the amount bcaptal gains.Excess losesbecome carryoverdRC Section
1212 provides thain general, anetcapital lossshould ke used tmffset
netcaptal gainsfirst in the3 precedng tax yeas and then cared forward
to offset netcgpital gains inthe subsguent Syears.Special rules ah
limitations apply.

(2) StateLaw. Some states do not folv federalaw oncapitallosses and
adjugmerts nustbemade.

(3) Audit ProcedureThe faleralreturnform Schedule D mustdinspectedto
determne if acapitalloss carryovehas been utilized on thederdreturn
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This amount Wl be an addion adjustment br states thado notfollow

thefederal rules. Sepaate-entity reporting shtesmay follow thefederal
law, butcaptal losggain should becalcUatedfor each entityseparately
and adjustmentsay apply.

(e) Expenses Attribatble tolncome Not Taed by the State

(1) Law. Most gate stautes contain prasionsallowing forthe additon of
expensedackto taxable neincome that eerelated to ncomeof the
taxpayetthat is notaxed by he state.

(2) Audit ProcedureThe first sép is to detemine if the taxpayer rade sub
an addtion adjustment if here s incomenot taxed by he sta¢ reported on
the return. If not, there is amudt adustment ad the amount musteb
computedIf an addition has beaemade, the taxpayds workpager
showing thecomputaton of the arourt addedbackshould be revieved to
detemine ifthe mmputtion is dme accordingo anyspecific state law
provisionsand that all xpenses that shalibe incluled in the addition are
actualy included.Thetaxpayer mg net theincome and epense rather
thanseparately stae thesetems andthe experseadustment will nd be
negssary.

(f) Federal DividendReceivedDeduction (DRI, Special Deductons NOL
Deductiondor Sates thatSart at Line 3Q

(1) Law. Thisaddtion only applies in tates that prade that he Federa
Taxable Income, ine 30 isthe stating pdnt in computing the sate
taxable incane.If the gate provides foa staé computed NOL dedation
and / or dividend suldction, these amounts wileladded bek.

(2) Audit ProcedureThe anount of the Fedal DRD and SpeciaDeductions
is dbtainedfrom the Federal 120, line 29¢) and heamount of the
Feckral NOLD is obtaed from the Federal 120, line 29(a).The amount
on line 29(b) includes amats fom thel120 ScheduleC which after he
Tax Cuts andobs At, also inclulesGlobalintangible Low Taxed
Income (GLTI) and therelatedSec. 250deduction.

(g) Charitable Contibutions

(1) Federal LawFor fedeal purposes IRGection 170 povides thathe
charitabé contributionsmay belimited Thelimit asof 2020is 25% of the
federal taxale inoome.

(2) State LawMost staes follow the £deral contribution deduction§ome
stateshave provisios tha limit the charitablecortribution tothe sane
percenageof the gate compued income.

MTC Income & Frachise Tax Manual Page62 of 133



Section 971 State Adjustmets

(3) Audit Procelure If astaterequires that theharitabk cortribution
limitation be canputed &athe sate leve a computation schedule must be
created D recomputehte deduction Separateentity reporting saites may
follow the fedeal law, butthe charitable deluctionlimitaton shauld be
calculated for eachngity separately and adjustens mayapply.

(h) Dedetion Adjugments For stdes tha make suk adjustmats the aditor mug
review the statugs and redations ofthe stateandverify that the appropriate
adjustmerd are canputed.

() RelatedParty Expense AddbackAdjustments

(1) Many separae-entity andsone watersedge ombinedstatesequirean
addback fa otherwisededudible expenses andsts paid to a related
party (most commorare intangible experes and interest expess For
statesthat make suchdjustmentsthe audior must eviewthe stéutes ard
regulation of those gates and makie appropriae adjustmets.

(2) Audit Pracedure In reviewingrelatedparty expensaddacks the audibor
shouldexamineFederalForm 120, Other Daductions ScheduleCostof
GoodsSold Schedulesparticularly Other Coss SchedulandOther
Income.For determinng interest expesespaid to a related party, the
auditor shold review FederalForm @16-A. Related party expensasy
beembeddd in largerincome and expense fits such a€ost ofGoods
Sold Purchases.

() IRC Setion 199 Domesti®roducton ActivitiesDeduction Addbak

(1) Fedeal Law. Repealed for tax yealseginningafterDecember 312017.
The American Jobs Cetion Act (P.L. D8-357) creded adedudion for a
specifed porton of AiQudified Rrodudion Activity Incomeo It was
enated as IRC Sgion 199 efectivefor tax yeas beginning on or after
Januaryl, 2005.Section199 alows the tapayerto take a deduction for
domestic prodctionactivities in addtion to o#fr expenss.

(2) State LawManystates fdlow thefederallaw. Fortax yeargrecedinghe
repeal anaddition isrequired for states thatddnot conbrm tofederallaw
allowinga Sdion 199 deduction.

(3) Audit Pracedure If a state equires that this dedtion be alded bak the
amouwnt will be oltained fomtheFederal Form 1120, L&n25.The audtor
mayalso reviewthe Fe@rd Form 8903 ad/orthe Fedeal Schedle M-3
detail. Se@rae-entity reporting states mayllfow thefederalaw, butthe
Section 199 dductionshould be calculat fa each atity separately and
adjustments may apply.
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(K) IRC Setion 482 adjusmens.

(1) FederalLaw. This provision povides thathe government maylistribute,
apportion orallocate gross incoe, dedictions, credits odlowanaes
between or among such ganiations trades obusinesss,if it is
determineal tha suchdistribution, appetionment o allocation is necessary
in order toprevent evasion ofaxesor clearly to refectthe income of ay
of such oganizationstrades or businesses.

(2) StateLaw. Most gateshave enaced similar athority for usein their states
butmay also havemplicit authority based on thstat€s adopbn of
Federal Taxalel Incomein calculaton of taxableincome intheir state.

(3) First, examine th&ederal Brm 1120andrequest the taxpayer
representaive to identify significant inteicompany transactionsThe
auditorshauld requesintercompany agreements and trimngiicing
studies that dcument the peing of inercompany transactionsThe
audita must beaware of the stas that can nake suchadjugments and
request the infanation neded b determine isuch anadjustment is
required to clearly reflect income

() IRC Scion 163j) adjustmend.

(1) Federal LawInterest Epense Limit. The Tax Cutsd JobsAct amended
IRC Sec 163(j) toimpose alimit on the amount of interest experibét is
deductible inany year beginning in 2018. Interest expense deductons
limited to the sim of interestncome plus 30% ohee tax@yers adjusted
taxable incorepluse r t ai n Airftdrestofre IRP it developing
regulations for how thishhitation applies on aansolidated filing basis.
States that have conformedthas federd provision will need o determine
how the imit applies in the context of thiding group (or if the stie is a
sepaatefil ing state, how it applies on a sepaetéty basis).

(2) State law. Some statebavedecoupledor are consideringlecouging,
from this limitation. Audit Pracedureslf a state reqires that thenterest
expenselimitation be computedt the $atelevd, acomputation schedule
must becreated to reomputethe deductin. Separatentity reporting
states may foll thefederal law, butheinterestexpensdimitation
should becalculded for each entity separbtend ajustments may apypl

03.Deductians fromIncome
(a) Dividends

(1) Federal Law. IRC Sectior243 alows corporéions a dividend dfuction
(DRD). Without gettirg intoa lot of detail about the inticacies of the
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federal DRDthe fdlowing general rules applyhe dediction istaken on
theFederall 120, line29(b) and s conputed on the Schedule M
general a corpation is alloved todedwct 70% of adividend reeived
from alessthan20 percent owed domestic corporationQ% of a
dividend received from a 3fercentor more avned nonéil iated
corporatian, and 100 pecentof adividend received bm a corporation
that is a membeof an affiliated graup with the orporationreceiving the
dividend.

Prior to 2018afederd DRD is generally not asilable far dividends
receved from breign corpeations induding whaly owned foreign
subsidiariesThesame applieto the Section & grossup and Subg@rt F
income.A 100% DRD is allowedfor FSC digributions from earnings and
profits attributable to dreign trale incone. The TaxCuts andlols Act

now excludesforeign divdends.

(2) State LawMost staes allow dividend deductionsandthere are a wide
variety of rules for computing theigidend dedictions. If a statés stating
point is Federal Taxale Incone (FTI), line 3 and theres noprovision
for an aldition adjustnentfor the Federal dividendsceived dedudbn
(DRD), thatstate is allowing théeceral DRD fa state purpose3he
state may then povide that someididendsthat ae not allowale
dedutions for fedeanl purposesire ceductible for statepurposesFor
instance prior to the Tax Cutand Jobs Actthe $ate may povide that
foreign dividends arededuction adjustmemdther in full or at a
percentag such a 3% or 8@o. States that artat FTI, line 28mayhave
provided for a sultraction adustment fo the Federal DRD and in addition
allow deductions for foreigndividends, or may povide for dedutions for
specified dvidendsbased on ownership percegga etc A few states
provide that dvidendsubtradions are only dabwedif the payingcompany
is taxed in that statdn unitary stées dvidendspaidfromone witary
group membr toanother ara@llowed as a subtraain at 100%.

(3) Audit Procedure The divicend amants are obtanedfrom the Federal
1120, Schedul€. In staes where dividend dedutions are dependent on
ownership pasentages,additiond informaion and workpapes from the
taxpayer wil have to be reewal to deternme whatthe ownership
percendge ofthe @mpanythatpaid thedividend was.

(b) InterestincomeEarned m DirectObligations of the Wited States

(1) Law. U.S. Govenment Obligation interest igaxed for feéral purposes.
For states thahave povisions that this interest isot taxedt is suliraced.
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(2) Audit ProcedureMost staes prowde thatonly interestearned a direct
obligations of the U.Syovernmentare allowed. That means that inerest
earnedfrom obligations of the NMA, GNMA, Fedeal Home Loan
MortgageCorporatia, or tre Wald Bark are notallowed since thesare
nat directobligaions ofthe U.S Goverment.

The U.S. Governnrg obligation intered is verified to the suppoihg
detail tothe interest incomeeportedon the Fedeall 1120, line 5 ad to
otherworkpapersas recessar.

(c) Expenses not @eictible on theFederaltax Returndueto the Hectionof Federal
Tax Qedits

(1) Law. For federal tax purposes therer@asome expensethat are eligiole for
federd tax credits.The feceral law provides that if a tgpayer elec to
take the tax crdits, the gpensesarenotdeductible.

(2) Audit Pracedure Amountsreported as expeses nd dedwcted o the
federal return due tofederaltax crelits talenare verifiel to the Federal
1120, Sckduk M-3 detail of expernss per bookaot dedicted o the
return.Examples of seh amourts would be jols credt wages, ad
reseach credit expenss

(d) Experses Attibutableto Federally Exemplnterest hcane (Municipal hterest)
Taxed by theState

(1) Law. Somestates ttat provide hat muncipal interests taxable (i.e. an
addition adjugment) &so provide lhat tre rdated exensesha were not
deductible for federal purposeare deductild. IRC Sections 265 and 291
are theprovisionsthat provide that thosexpenses canot be dedcted.

(2) Audit Procedue. Thes expengs aredund on the~eckral 1120, Sckdule
M-3, line 5detal.

(e) Excess Faleral Capital Losses

(1) Law. This adjwstment only appésin gates where the federal law is not
followed. If a state does ot follow IRC Section 1211(a) wbh limits the
dedwction for @pitallosses tothe amout of capital gainsadedudion will
be allowed for excestossedn the yar theyare generated heseexcess
capital losses arearrybackstarryoverdor federal purpses but not for
purposes of atate thadoes rot follow the federal law.

(2) Audit Proedure The excessapital losses are \erified to the $heduleD
and onthe Schedul®/-3.

(f) CharitableContribution Carryover.
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If a state requires that theasftable ontribution limitationbe computd at the
state leel, carryovers may bavaileble foradeduction See D2(g).

(9) Interest Dediction carryover IRCSection 163J.

If a gate requires thdhe interest expend@nitation be computed at thatate
level, caryovers may be availableof a deduction. $e9.02().

(h) Othea Subtraction Adjusnents

(1) Foregn Royalties.For the sates thatllow a foreign royalty dedction the
taxpayer will have toprovide detail showing theosirce of allof the
royalty inmome in ader to determinghe amount bforeignroyalties that
areallowed as a deduction.

(2) Foregn Souce IncomeDeducion. Forthestaes thd allow a foreign
source incora dedudion the Federal Foms 1118 are nonally the source
of these dedctions.This deductia should be computeahet of expenses.

04.IRS Audit Adjustments

All Federal RARsmustbereviewedfor auditadjustmentghataffed the state
adjustmats so those cdmereflected on the audischedules.

05. Federal Income Tax Deductions

For the states thatlaw federal ircome taxdeductiors the comptationswill be bagd on
the partcular staesdform.

06. Apportionment Facbor

Someadditions and deductionsdm incomewill affect thetaxpayeés sale#receipts
factor. The auditor shouldonsidemwhetheran adjusiment to thesalesfeceiptsfactor is
necessary.
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10. Business & Nonbusiness(Apportio nable & Non-Apporti onable)
Income

01.Geneaal Tests to b usedin Determining Nature d Income

Generateds may be applied indlly to determine whetheany class of income (e.g.,
dividends, inteest,roydties, and rens) is business or nonbusisés naure. In addition,
howe\er, theauwditor must monitor facts that are petar to eachparticular clas.

(a) The auditorshauld, with respect to eadkem ofincome, deermined

(1) The naure of its source and &éhnatureof anyrelationship othat urceto
the \axpayerFor examp: Was the dvidend paid by a subsliary whichis
in the sameihe of business ashe parent?Vas the rental incomearned
from property ugd in the axpayerés busness?

(2) The purpos behind thenakingof the innedment.For examge: Did the
interestincome corstituteincome eamed on a shi-term investrrert of
working capital whch the &xpayerintended to uskter n the uniary
busines?Wasthe dividend received from a subsidiawhich suppled
raw mateials orimportant servtes to he unitarybusines?

(3) The soure of thefundsused to makehkeinvestmentFor exanple: Did
the taxpagr set thefunds agle as selfinsurancefor worker
compasation?

(4) Thetaxpayeés ratiorale for treatingncome as hisiness omorbusiness in
nature andhe corsistency oincongstercy with which the tapayer ha
reported suctreatmet to other states.

(b) Thepurpose ofnvesting in inadme produg property is contraihg in most
instances for thpurpose of disnguising between that tome whch is husiness
incomeandthatwhich isnorbusness ncome If the investment has been made
for a pupose othethan that ofmvestirg surplus funds which are not needed or
utilized in the biness of th taxpayer, the tome from that investmeins likely
business iname; but ifthe investmant was mae solely for the pupose of
obtaining a retun on such surphifunds and if the invesinent isunrelaed b the
taxpayetés businessperatiors, the incane in mostmstances isonbusness
income.In othe circumstances, icome fromthe investnent would beclasdfied
asbusiness incomesinee it is furctionally relakdto the axpayeis radeor
busiressoperatons.
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02.Business Income Tas

The MTC& modelGeneral Allocation and gportionment RegulationSectionlV .1.
establish tests by whido cetermine wietherincome is busiess omonbusinessri
natue. The teds can hep to resolve lusinesr nonbusiness incomegblems:

(a) Transactonal Test. Doesthe property that producebe incane arise from
transactions @ activities condated n the ourse of the taxpeerés tradeor
busines®perations?

(b) Fundional Ted. Is the proprty functionaly relatal to the taxpayeis uniary
businessj.e., washe acquisition, management andpisiton d the property
accomplided as aimtegal part ofthe taxpayes busires?

(c) In short, waghe aquisition of thepropetty or its subsequd use or dispsition
acompished for the purpse d furthering the tayayefs business or did it
constiute a nere investment theole purpse of witch was to producanvestment
income?

(d) The expayer need ot be egaged in a unitg busnes with the papr of the
income for hatincome to be classiféasbusinessncome.

(e) General Testdn applying phrasesud asfifunctionally reatedd andfieffectively
connected)one may ind it helpful to rdatethemto specifc examplesuch &
those that ae included m the MTC model Generalllocation and Appdionmert
Reguldions. The businessbnbusinesgncome issegenerdly arises with respect
to intangible ncome such asddends; interes from sources like bonds,
debentures chage acounts ad aedit card opetions; pyaltiesfrom sources
such as atentstrademark, and copyrights; andains orlosses fromthe
dispasition of intangibles suchsasbcks aml bondsAny large taypayer is Ikely to
have many inangibleinvestmatsinvolving many iems of incomeand the
purposes bthe investnents mayvary, whch in turn can affect the
busnesshorbusiness incomedetermiration.

A determination of Wether eactsuch investmeris functionally relaied tothe
taxpayerds untary busness canconsume mee auditing effet than sjustified by
the poential tax liability or taxsavings at issueThe taypayer will often abitrarily
classify all investment come from mtangibles asonbusiressincomefor this
reasonThe audtor must sek to resole thebusinesgorbusines income ssue
withoutplacingan undue budenon either aud resource®r taxpaye resourcs.
In orderto expedite this determinatig the auditor Bould generallyassumeha
dividendsarenonbusinesincome if they are derivedrom sbck investments
which constute les tha ten pecent of theownership of thelividendpayor,
unless the audir believesthat sgnificant tax consegencesare at stai& and
sufficientfunctional integration exists to holdotherwise.
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The auditorshould look for significant individual items sud as dvidendsfrom
subsidiaries anthcome fominvesmens thatcanbe lumpednto speific
categorieslf the audtor needdo rely on samphg techniques the aulitor should
work out wih thetaxpayer a adequat sampling apmad by clas of incane fa
oneyear ard then apply the findingto dl items in eachclass ando all years.

03. Gereral Categoies of Businessncome

(a) Income fom invesmentswhich have benmadein stocks,bonds,andloans for
the purpose ofsecuring asour@ d supply oramarke.

(b) Income from invegments ofworking capital,whether sbrt term or long ternm
nature

(c) Income from patents, copghts andradanarks whichhavebeen deelopedby
thetaxpayer andised in its bsiness.

(d) Income tracelale to reseves for the normatycling or fluctuationsof the
taxpayers business.

(e) Income fom investments whitwere madeyy the taypayer forthe pupose of
expanding its biness eg., theformation of a subsidiay that engges in he
samedine d budness.

() Incomefrom commonly owed anl contrdled corporabns.

(g9) Income fom the disposition oihvestments which pduced bisiness ncome
when héd by the tpayer

04. General Caegoriesof Nonbusinesdncome

(a) Income from surplus funds that araot neead in thetaxpayerés busines and that
are invesed in a busings which is nofunctionally relaed to that of the axpayer.

(b) Income fran corprate busiass ativities which araunrelaed b the unitary
business oflhe axpayer conducted in the tamg date

(c) Income fom thedispositon ofassets whic producechonbusinessicome whe
held bythe taxpayer.

05. Specific Factial Determinations

(a) Purpose ofrivestrent Theauditor musdetermire the purposéor which the
taxpayer madehe investment that @duced theincome in questn. If idle funds
were usd toinvest in assethiit weretotally unrelaed to the taxpagés business
and ifthere is no imicaion thatsuch tinds wereeserves fousein that bisines,
the reanable inference is tht the investment was mad for anonlusiness
purpose.This will be so even if thencane has ben comminglel with operating
funds ofthetaxpayer.But, if the nvestment was nade br a puposeassociate
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with the taxpgerds unitary busness, then the reasabk inference is thathe
investmenwas madédor a businespurpose.

(b) Common FactstEarly questions should include

(1) Why did he taxpayeclassfy the income in gestion asnonbusiness
income and @ what informationdid it rely in doing so?

(2) How has theaxpger accountedn its bools and reords for the ssets and
the income deved thaefrom?

(3) Has the &xpayerspedfically allocatad onreturns b approprite staesthat
income whichit has clasified asnonkusinessncome on the réurns which
are beincaudited?

(4) Has the taxpye deduckd from apportionable net iome he expenses of
producing ncome which it claims to benonbusines? If not, thenhow did
the taxpger deternine which expenseswere attibutable to he claimed
nonbusimssincome?

(5) Did thetaxpayer adjust theapportionment formula factors to exdkifrom
them any property,gyroll or sales &sociated wk the prodation of the
claimednonbusinessicome?If so, how did it deermine those
adjustments?

(6) Did thetaxpayer ow a corrolling interestin the paya of the income in
guestion?

(7) What busines reld@ionship,if any, otrerthan thet of amere investor, id
thetaxpayer havevith thepayor ofthe inome?

(8) Whatwas the purpseof this specific investmenty the taxpaye?

(9) What waghe sourceof the caital with which thetaxpayer purchaseat
otherwseacquiredthe propety which gawerise to the icome?

(10) What inerest experesdd the taxpayer deduct ircomputingnet
apportionable incomeMow muchof it was attibutable b the investment
in gquestion?

(c) Dividend IncomeDividendincome is busingss incomefithe dividends were
eaned inthe course of activiis whichwere dredly relatedto or functondly
integiated with the conduct of theecipients untary busnessThereis no
constitutiona requiranent that the payor be caorded to the ecipient by nore
than $% ownershipSpecific examples of the distction betweenbusinessand
nonbusinesslividendincomeare included in the MT@nodel GeneralAllo cation
and Apportionment Regulatin IV.1.(c)(4).
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(1) Obtain all relevant dividend incoainformation required to syportLine
4 of Federal Brm 1120.

(2) Prepare a schiile foreach yearunder g@amination,detaiing the dvidend
income by type.

(3) Present tre shedule tothe taxpayewith the equest that it be ompleted
for any dvidend ncone which the taxpger deems b benonbusiness
income.The auditor should identify on the schedule(s)y dividend
incomewhich he/sheeconmendsbe consideed & nonbusinesg;come.

(4) If the auditor tas reommendel that any diidend income béreated as
nonbusinesg;icome, helse $ould prepare a schede to déermine
directly related expenses, imdctexpenss, and dvidend experes
proration.

(5) The following shauld be explained in #narratived
I.the amaint of dividends,

ii. the purpse d the acquisition of thetack which produced the
dividends,

lii. how the sbck was aquired, (ForinstancefFrom a suldiary
formed by the taxpayerAs apart of the acqusition of a going
budgnessther? Identify all persois, documents ad
communications that arestevant to thecqusition of the stock)

iv. the percetage @ the stok of the dvidend payor the taxgyer
owned,

v. howthe taxpayer accountddr the dvidend ncome,

vi. whether the &xpayer dedcted related expersfrom its
apportionable income,

vii. what bisinessif any, the tax@yer conducted witthe
dividend payor,

viii. what, if anything, the taxpayeis ownership éthe gock of the
dividendpayor contributed to tle taxpayed business

ix. the numler of transations trattook place each ye&an which
the axpayer acquired sock of other cgporations

X. whether the diidend @yor was gart of theunitary business of
the recpiert,
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xi. whether the dividen@ayor and the &xpayer engged in tle
same lineof business,

xii. how and ¢ whatextentdid the taxpayer exercised
managemensupervigon and/or control ovethedividend payor
corporations (idertify all persons who partipatedin swch
activities; identifyall communcations that wee involved; and
idertify all relevant documds),

xiii. whatrelaionships, if anygexistedbetween tkbtaxpayer and
the dividend pyors Relate, in deil the extat to which the
taxpayersels productsto, or purchaseprodicts from, those
corporaions; lerds monies to dporrows monies from them; or
exchangpspersonrel with them.

xiv. the extento which the taxpayer shares witflose orporations
ary of the following: research and delspmaent facilities arl
resuls; tradenames andrademarks fringe benefitspersamnel,
especilly executive pemnnel; taining progams; echnical
expertise; égal serges; accounting servicesj\aertisng servces;
or othe senices

(6) Identify al persaxs who mayhave knowedge of thesrelationsips and
identify all pertinebh documents anacommurications,whetheroral or
written.

(d) Interest Income Interes income is business inconfat has keen eared on funds
used in theregularconduct ofthe taxpagrés busiress regadless of how those
funds wee investedInterest inomeearne from intamgibles @quired as bort
term investments ofcapital used in theegular conduct of the tpayefs bisiness
is aso generallybusinessincome.Specific examples ofthe dstincion baween
business iad nonbusinesinterestincome are inclded inMTC Allocationand
Apportionmen Regdation IV.1.(c)(3.

(1) Obtain all nterest income informatiorequired to support sth income
repated on tke FederalForm 1120.

(2) The following shouldbe explained in the narrative:
I.the purpose of the purclsa oftheinterestbearingasses,

ii. whetherthe caital used to purchse or acquire these inteste
bearing assets derigdérom the busiess operations ofhe
corporation,
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iii. whether this inteest incone was uilized in the overd
operdions of his corporaion,

iv. the number btrarsactions that ha@ givenrise tothe entries
into the inteestbearing asset accourtdrfeach of theaxableyears,

v. the nunber of yeas during which thecorporation hasowned
interest bearing ssets,

vi. the rebtionships between the Crigmt Companyand the Cebtor
Company,

vii. identify all relation$ipsbetweerthe creditor compangnd
thedebtorcompany (other thatme delbor creditor relationshp
itself),

viii. identify all personsvho have knowedge ofthese relatimships
and all gertinert documents and commucaions,

iX. indicate the amant of interest ncome which was receed from
persors with whom the comany or is affili ated and dosidary
corporations hd no business relationgs otler thantha of
creditor,

X. identify the souces offunds/interestmcome,

xi. identify the ®urce of hefunds wsed to mke the loanshat gave
riseto interest icome,

xii. identify dl pertinent documentsral communiatons,

xiii. identify the conpary® chaacteization of theinterestincome
i.e, short term or log term,

xiv. how the companyaccounted for # interestincome on ts
income staments tats sharehlaers n its anrual reports,

xv. whether related &pensediave been dducte from
apportionabléncomein current yea or previas yea

xvi. the purpose of the investert,

xvii. whether the rmaney to mé&e the invesnentthat poduced the
interest income aastitute part of the compardg waking capigl.

(3) Expenses Ralted to AllocatedIntereg Income.If the auditohas
recmommened that any int&st hcanebe treatd asnonbusnessincome,
he/sheshould prepare acheduldo determine dredly related epenses,
indirectly relagéd expensg and thanteres expense poration.
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(e) Rental Income fran Real and Tangible Psoral Property. Rentd income is
busiressincome when the rentaf the propertyis a pincipal busnessactivity of
the taxpayeor when therental ofthe propertysrelated ¢ or incidengl to the
taxpayeés prircipal business ativity. Specific examps d the dstinction
between businesandnonbusinessental incane are included in MTQAIl ocaton
and Aportionment Regulaton IV.1.(c)(1).

(1) Obtain all rental isome infornation required to supprt such incomesa
repatedonthe Federal Form1R0.Prepareand attad to tis section an
indexed narrative which respndsto the following questins and
suggetions:

i. Were thefunds ugd to acquire or construct thisental income
propetty derived from e busines operatios of this corporation?
If not, explain.

ii. Was thevalue of the propeytincluded in the popertyfactor of
the apportonment fomula?

iii. Indicate the numér of yearsduring which the corporatio has
ownedrental income property and rigged renal income.

iv. Detemine wrether rehted epensedave bendeductd from
apportionable inconein the curent year or irprevious yeas.

v. Preseha schedule to thexpayerwith the reqast that theybe
cometed for any rental income vith it deens tobenonbusiness
in nature. Theaudibr shauld reflect onthe aud schelulesany
rentalincome forwhich he/she reammends tratment as
nonbusessincome.The audito should makeappropria¢
comments intheauditnarrative.

() Royaltylncome Patent ad cqyright royalties a& busiressincome if the ptent
or copyrightwith respect to which the yalties were receied arigs outof or was
created inhie rggular canductof the taxpayerds busiress or if the purpose for
acquiing and hdding the patent ocopyright was related tor incidenta to such
busness.Specific examples of the distinction beteenbusiness anchonbusiess
royalty income are incluedin MTC Allocaion and Apporionment Rgulation
IV.1.(c)(5).

(1) Obtain allroyalty income informatin requied to support sucimcame as
reported orthe Federal Fon 1120. Prepareand attach to ils sectioran
indexed narrive whichregonds to thdollowing quesionsand
suggesons:
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I. Indicate the numbe of yeas this coporation has owned royalty
assets ancealized royaly income.

ii. Identify the sources ahe nventionspatens, copyights,
trademarks, &., which gave rise téheroydty income.

lii. Idertify the entitesfrom which the companyderived royaly
income; include the amountscaved from each suamtity.

iv. Determinethe natureof the canpanyés relationship wh eachof
those entitiesldentify all pertinentdoauments and
communications

v. Doesthecompany own any &e names, trademaks, licenses,
franchises, copyrightsyr other patestin common \th its
affiliates?If so,identify theirorigin, the peson whoproduced
them, and lhdocumeng a communications pertainingo their ug.

vi. Hasthe company sold tor@acquiredfrom any aftliate any
trade names, trademarkieensesfranchises, copyrigh, pdents,
etc.?If so, idenify all persons Wwo have knowedge of swch
actvity; and idernify all pertinent documents.

vii. Idertify dl transactiondetween theanpany andts afiliates
involving trade names, tradenkar licenses, franchises,
copyrights,patents, &t, whichhave gvenrise toroyalty incane.

viii. Doesthe compay make mailable to afiliatesany trade
nanes, tedemarks, licenses, franaBes,copyrights patens, etc,
which arenot made available tine general public® so, ideriify
al persons who have knowldge of these activities, and idetify all
pertinentdocumers and communiatiors.

ix. Detemine wheher relaied expenses have bededictedfrom
apportionale inmme in thecurrent year or iprevious years.

(2) The audito shoud present achedule to th taxpayerwith the request that
it be completed foany oyalty income vhich the taxpye deemdo be
nonbusinesin nature.The audior shouldreflect on theaudit schedules
any royaltyincome for which he/she recommendsatnent as
nonbusnessncome.He/sheshaild makeappropride comments in the
audt narraive to supporthose reommendatons.

(g) Gain or Loss a Sales ofAssets Gainor loss from the dispdson of propety is
business income if the propertyhile owned by the taxpayer, &s usedn the
taxpayerds bushess The gain or losfrom the dspositbn of propety is
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nonbusinesincome if the propey was uilized for nonbusnesspurposes for a
signficantperiod of time before its dispason. Speific exampes of he
distindion betweenbusiness andonbusines gain or lossrom thedispositon of
propery are induded in MTCAIl ocation and Agortionmem Regulation
IV.1(c)(2).

(1) Obtain all informatdn relevant to theGainsor Losses on Salef Asses
requred tosupportincome/lossas reported orhe Feceral Form 1120.
Prepare andttach o this sedionan ndexed narrative whig regponds to
the following questians and sugestons:

I. Describe hiefly the useof the asts which generate the net
gan orloss fa the taxable yarsunder examin#on.

ii. Determine wheter relatecexpensefiave ben deluctedfrom
apportionable iname in the curent year or in pngous years.

(2) The audior should present a seloule o thetaxpayer with the requestiat
it be conpleted for ay gains(losses)which the taxpayedeensto be
nonbusinesi naure.The auditor shouldreflect on the adit schedles
any gains or losse®r which he/she recommaealstreatment as
nonbusiess income. The awlitor should make apppriaie comments in
the audit arratve to sipport such reommerdatons.

(h) Other Income Obtain al information relesart to otherincome requird to support
Line 10 on tle Federal Faon 1120.Prepae a schedule as deednecessary by
the auditor.Allow the taxpayer the same opptunity as in the instacesset forth
aboveto demongtate whch income it @ems to b@onbusinessand why. Prepare
appropiate schedulesind entegpprgoriate conments inthe audit narrative to
sypportany audito recommendtons hatany income be taged as being
norbusinessn nature.

06. RelatedExpenses

Theauditor musimake sure thteexpenseselaed tononbusinesgcone aereported as
anoffsetto anynonbusinesgicome allowed.

07.Apportionment Factor

If the audior determires thatan item of income should be reclassifas business/
nonbtsinessincome, the aditor shouldalso congier te effecton the taxpayés
apportionmentfactor andmakeappropriate adjustmeés
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11. Apportionment

01. General De<ription of the Appationment Factor

(a) Apportionment Processintroduction. Apportionment isghe processf dividing
the corparationts businessincomeamong the stas in vhich it conducts business
through he use of a flanula Every state haadopted a formula ly statute In
addition, may states have adopted spéaidustryapprtionmentrules(eg.
financial insttutions,transportationet.) and dgher regulatios to inplement the
apportionmentdrmulad including definng key termsAuditors should make
sure hey understand th&tatés goportionmenformula and te rules forthat
formula.

The nformationin this setion reflectscommon ules fa state apportionmet and
is generally consistent witlcurrert MTC recommendgapportionment
reguations. This sectiorrefers to the inclusion ad share of thpartnership
factors inthe apportionment fagor of the corporate partnewhichis the gneraly
accepted approach te reatment of unitary partrgips with apportionde
business inome. But stateute may difer on the approach to inclusion of
partnershipdctors.

(b) Apporionmen Formula

(1) Purpose The purposefausing an @porionmentformulais to atribute to
ead skteits fair share othe total busness net incomof the txpayer.
Theformuladoes nofisourced income.lts use is based ohé prenise that
thenetincomeof a corporation oaunitary busness is ppperly
determned ly its activities in a state aflectedby the fadors inthe
formula.

(2) Formulaand ComputationThe lasis br many states isthe use d
UDITPA. UDITPA is traditionally a threefador formua comprised of the
average bthree facbrs: property,payroll, and sals (receipts) In recent
yeass, many statebavemoved avay from the equaleighted fomula and
have adptedformulas thet are either comprised offeavier weighted
sales &dor or a snglesales factor.

a. Propetty Factor. The fipropertyfactorois afraction, thenumerator
of which is the aveage valie d realand tangible grson&property
owned plus theapitalized rentl real and tangiblpersonal
propety used in the pmbuction o business income #stae ard the
denomnator of whichis the averge vdue of al of the ownedreal
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andtangibke persoal propety plus the capalized rentalproperty
used inthe poduction of business income ding thetax peiod.

b. Payroll Factor. Thefipayroll factorois a fraction,the rumerator of
which is the instate pgroll and the énoninatar of which is he
payroll everywhere.

c. Saleg(or Recepts) Factor. Thefisales éctorois a fracion, the
numerato of which is the instate sales arntie cecnominaor of
which is thesdes eveywhere.

d. Combinedractor. Traditonally, thethree factors areaddel up
and diviced by tree b getthe averge.As noted above, nsi
staesnow pu a heavieweight onthe sles (eceipts) factoor use
a singe sales factn

02.Property Factor.
(a) In general

(1) IncomeProdudng Naure of Invested Capith The useof the property
factorin the apprtionment formulaepresents the incomprodudng
naure ofinvested cajgal.

(2) The Property Formula

a. Definition of Property. The propeny factor ircludes dlreal and
tangble persoral propety owned or used dting the tx peiodto
produ@ business irame The termireal am tangible personal
propetyoincludes lad, buildings, machinery, stoskof gads
(inventory),equipment, and otherreal and tagible personal
propertyusedin connectionwith the productionof busines
incomebut doe not include cm or currency

b. Average ValueThe aveage véue of propetty is used.lt is
determned by aveagng the values at #hbeginning and erding of
theincome yearlf significant popety is added dring the latte
partof the year,theaveraging bynonthly vdues may b recessary
to reflect the avegevalue for the incone yearproperly.
Significant acqusitions or disposionsof propety, which can
causamaterial fluctuatio, shaild be acounted ér by weighted
averages.

c. Original Cost Property is valadat aiginal cost andvill generally
bethe federal tax basis
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d. Rented Roperty. Rented poperty is capitalizedyomultiplying by
8.

(3) Construction in PPogress Property under constretion duringthe inome
yearis excluded fom the fador until it is actualy used n the rgular
course @ thetrade or ligness. If it is partially used irthe regular course
of thetrade orbusiness wHe under constructig the valle of property to
the extent ugdis included inthe property fator.

(4) Inventories

a. Valuation. The valuationof invertoriesfor purpo®s ofthe
property factoris geneally to be derivedrom the valuatio used
for federal itometax purposs.

b. In-Transit In\entory.

In-Transit BetweerLocationsd Propertyin transt between
locatons ofthetaxpayer to wich it belorgs is conglered tobe at
the destination.

In-Transit Betweem Buye and Sellerd Property intransit
between a buyeandseller, which is included by a tapayerin the
denominaor, mus be includedn thenumeraor of the sate of
destinatio.

(5) Land.

a. Included at Ominal Cost Landis included at oiiginal cost f used
in thebusinessLand which is temporaity out of useand any
businesdand héd for sale are iduded Nonbusnessland is
excluced. Vacant land purchasetbr prospective ugin the
bushess is notricluded in hefactor until such use actually tads
place.

b. Excluded if Removeflom the Bisiness Landpermanenty
removed from th businesss not includedin thefactor.

(6) Wasting Assds. Mineral desits andil reserves ae included irthe
property factor at nginal cost. Thetreatment ofntangiblke dilling costs
expensed fofederal taxpurposesvariesfrom date to stateExpenses
capitalized for taxpuipose ae included in tle cst.No reducton o cost
is mack for depletion.

(7) Items Excludd from PropertyFactor.

a. Propetty Na Used to Prodce Business lmmene Itemsnot
avalale for use toproduce businesincone.
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b. Nonbusnessincome Popety. Progerty ugd in comectian with

both the production ofbusiness aad nonbusinessicomeshall be
included inthefactor only to the extent thathe propety was used
in connection wth the poducion of bushess incme. The method
of detemining tha portion d the value to le includedin the facor
will dependuponthefacts of each .

(8) Partnership Propety.

a. Includedto the Extent of the Parnerds Interest in thePartnershp.

In gereral,a partnershi@s real andangiblepersonal popaty, both
owned or rated, ad usedduringthe income yer in the regular
course ofthe trade or bsinessis to be included ithe
denominaor of a corporate partnds property fator
proportionatéy to thedistributive share of inome from that
property The vdue of sichpropertylocated in the stteis to be
included in the nunratorof the tixpayerés prgetty facta.

. Exdude Intercompany Partnership Property. The value of

propertywhich is reated or lesedby a corprate partneto the
partnersip or vice versa is to bexcludel fromthe propety factor
to the extent ofie patmerds interest inthe patershp.

. Verify Parinership Property Obtain copes of thefederal andstate

patnership eturns, including thepartnets Scledule k1sto verify
or deteminethe approgate factors.

. Corporaioné Capitl Sharng Pecentge For purposes of the

propety factor, interest ithe patnership prgperty normaly refers
to the orporatiords distributive share oincomederived from hat
propety or the parterés interest in tlat progerty.

(9) OffshoreProperty. The value d offshore oil wels located owtide the

(b) Rents

threemile limit on thecontinental shé and under fedat jurisdiction is
included inthe denominaor but not the numettor of ary property facto.
Any propery connecédwith federal oilleaseshatlies within the thee

mile limit is included in thenumerator of the popety factor.

(1) Verify Rent Expense to Federgdurn. Rentalexperse is obtaiedfrom

the Federal 120, line 16, the cost of goodsadd detailand Ine 26 the
schelule d othe deductions.

(2) Exclude Advane Rets andSmilar. Advancerents, dailyrers, and

servie chages are not inclied.

MTC Income & Frachise Tax Manual Page31of 133



Secton 11 - Apportionment

(3) Annual Rertal Rate The anmial rental rde isthe amounpaid as renal for
property br a 12month perod. Whereproperty is rened for lessthana
12-month period, th rent pa for theadual period of rentalanstitutes
thefanrual rentl rate for thetax periad.

(4) Annualize Rnts for Shot Periods In situations where d@axpayer has
rented prperty for a termof 12 a moremonthsand the current tax period
coversa perial o less tharl2 months, the rent ghfor the shortax
period must be anmlized.(Examples would be corpratedispasitions,
acquisitionsyeorganizationspr changes of accouimy perod.) If the
rental term is for lesthan 12 nonths, therentis annualized, but not
beyond the renthterm. Whenthe rentalérm is on a mort-to-morth
basis, the rent is naimualized becaise the term i$oo uncetain.

(5) Subrents In many states subresof businessincome are nodleducte in
arriving at annual renexpense

(6) Rents Intuded in Construton in Process Rents pal for tangble
personal propeytused in the consiction of anasset shoulte capialized
into cost.For example, if a tapayeruses rentedequipment inhe
constuction of a buildingtherent mid should be gatalized intothe cost
of thebuilding. Since he cat of the buildingis not included in the
property fator until it is aval ablefor use, it folows that the net paidfor
therental property usein its construction shoulaot bereflected in the
property factor fecawse it is not fiused in théusiress 0

(7) No Rent oNoninal Rent

a. Determine Rasonable Rentlf property 5 uisedby the taxpagr at
no dharge or entedby the taypayer for a nminal rag, thenet
anrual rental rate fiosuch property is inobed in tle factor kased
on adeterminatio of a reasonablmarketrental rate forsuch
propety. This typeof stuationoccurs when a local gvernmenm
desiredo attiact rew industry or whera governnent catracor
uses U.S. governent facilities for theproductionof a prodict. If
necessarythetaxpayer maybe requiredo obtain a appraishbto
determine thamarket rerial rate

b. U.S. Govenment Contrads. If a taxpayeits contrad with the U.S.
govermment ecifies only that theaxpayer is tofimanage, ograte,
and maindin thegoverrment planto the iental value oftie propety
Is not induded inthe property fador. It is only included wha the
facilities are usedh the production of a unitary produt.
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c. UnusuallyLow Rent Expese Unusually low rent @pense shold
alert theauditor to the posibility that anadjustment may be
neessaryCommaits and naesto the fimncialstaemens are a
good source fomformaion abaut useof facilities for no ent or
nominal rent.

(8) Wasting Retal AssetsRoyaltiespaidfor the use of nrmeral and oil tracts
are econort interests in realnoperty ad are notcaptalizedas rets for
inclusion in the property factor.

(9) Partnership Rns.

a. Profit and Loss Sharing &io. In generd apartneits shae of the
cost of renél propertyowned ly apartneshipis included inits
property factor base on tsdistribuive share bthe partnersip
incomefrom thatproperty

b. Eliminate Intelcompany Rent Intercompanyrents paid ketween a
partnerand apartrership must eliminated

c. Verify toReturn. Partnership rens ae verifiedto thefederaland
stae partnershipeturn, including theSchedule K1 of the
cormorae partner.

(c) Denominator The cerominator is the averagealue ofall ownedand rented real
and tangiblepersonal pperty ugd in he poduction of businessncome

(d) Numerator Thenumerator is the averagalueof all owned and renterkd and
tangible personal property esl inthe poducton of business incoein the state.

(e) Auditing the Prgerty Factor

(1) AAII-Staed Apportionment Workapers Obtain the taxpayerés fiall-state
apportionmentworkpapes bre&ing down thepropetty andrentsfor each
of the years uner examination.

(2) Recomile the Workpapers to theedeal Return Compare the tal
propertyand ents siown on the apportiomentworkpapers tothe Federal
1120.

(3) Adjust forAcquisitions, Divestitles etc Generdly, the enling balace of
one yar will be the begining balancdor the next yeg however
adjusments may b needed fonewly acqured coporatons, entitiesold
or mergedin companies

(4) Further Inwestigation may be Requiredurtherverification can be done if
other isues are identified.
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(5) Exclude IntecompanyTransactons Verify the exlusionof intercompany
transactionsn ca®es wlere conbined orfederaistyle consolidated returns
have been filed ard between a partnershemd is partners Some tates
allow a kind ofconsolidated returwhereapportionmenfactors are
calculated ideperdently for eachcorporatemenberand interompany
transations are not eliminad

(6) Revew Prior Audit Reports Review priag awdit reports and deternme
whether thee ae anyprior perod adjustmentapgicableto the curert
audt period.

03. Payroll Factor
(a) In general

(1) IncomeProducing Natire of Invested CapitaThe ug ofapayrdl factar
in the appaionmentformula reflects the incomgroducingnature of
labor.

(2) Compensation

a. ComensationDefined Thetermficompensatioro has comnonly
been defind toincludesalaries, vagescommissios, and any
other fom of remuwneration paidd enployees for pemanal
services.Compensabn also incluas the vale of room and bard,
rent, housig,lodging aml other beefits and services praded to
employeesin return for sevices rendred wha such anounts
constitute tagde incane to the emplgee unde the Interral
RevenueCode.Theseamounts are genally repoted for
unempoyment compensetn puposes.

b. Payments toridependent Contraars are not Compenséon.
Compenséon, for puposes of the pyroll factor, indudesonly
amounts pid to enployees Exclude pgmentsto independent
contractors panyother pesans not propdy classified as
empbyeeslinclude only amonts paid diretly to emgoyees.
Excludeitems sich asemployer paid @yroll taxes and pension and
welfare ppymerts.

c. Paymentdo Leasel Employees.Some states include compensation
paid to leasedreployees.In paticular for £parateertity states,
related party leasl employes cancreatedistortion inthe payroll
factor if excluded

(3) Partnership Payroll
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a. IncludePro-Rata Sharef Partnership Payoll. In general,
corporate paneids share da partnershigs paroll, based on the
patners distributive share of income derivi\dm that payoll, is
includedin the rumerdor anddenominabr of the fctor.

b. Verify PartnershipPayroll. The partnersip payroll must be
verified to he partnensipG federal taxreturnform 1065 Schedle
K-1, and the partershipds fall-state apportionmentworkpapers.

(b) Derominator. Any compensation hichis assoiated wth income buis
determine to ke nonbisinessor to beincome for a separate businessst be
eliminatedfrom thepayrdl factor.

(c) Nurrerator.
(1) Compensatinin a State Compensationsi paid in a stateif:
a. Theindividual®s sevices are pedrmed efirely within the sate, or

b. The individwalG servees are perfoned both within and whout
the state butthe senvice perfamed without the statesiincidertal
to the individuais servie within the state, or

c. Some b theservice is perbrmed in the statand théase of
opestions, or if theres no bas of opeations, the place from
whichthe sericeis directel or cantrolled is in the stateor the
base of operations dhe plae from which the sevice is drected
or cortrolled is notin any state in Wwich somepart ofthe service is
performel, but theindividualGs residence is in thstaé.

(d) Special 8uations

(1) Construction 6AssetsConpensatiorpaid © employesfor the
construction of afixed assé, eventhoughit is capitalized into the cost of
thefixed aset, is nevetheless includechithe payoll factor.

(2) Operations olJ.S. GovernmerRlant There areoccasons when a
taxpayea operates &.S. Govemment owned plat for a fee In sud cases
theworkers argyereraly the employees ohetaxpayer andthe
compensatio paid to hem shold be incuded in thepayroll factor.

(3) OffshoreEmployeesConpensatio paid to emplogesworking offshae
oil platforms outsié the limits of any statas to beincluded in he
denomirata of the payrdl factor butnot in the numeratoiThe limit of
statejurisdction is threemiles off the coast or djacent itands.

(e) Auditing the Payroll Factor
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(1) AAll-State Apportionmen Workpapers Obtain the taypayes fall-stated
workpagers breaking down the @yrol for each 6 the years under
exanination.

(2) Recancilethe Work@pers b theFederalRetun. Compare the payroll
shownon the apportionment vorkpapers to th Fedeal 1120and/or the
Federal Fans 949 or 941s

(3) Verify In-state Payoll to Sate U/C Returns. The in-statepayroll can be
verified to the state IC returns.

(4) Further Investigation may be Requiredrurtherverificationcan be donefi
issues are identified

(5) Exclude Intecompany Transactons Verify the exdusion of intecompany
transadions in cases whercomlined @ consolidatedeturns hae been
filed ard beween a partershipand itspartnes. Some stateallow
con®lidated returnsvhere apportioment fators are calculated
independently for eactorporde member and ieta@mpary transactions
are not eliminted.

(6) ReviewPrior Audit Reports Reviewprior audt reports andietermine
whetter thee are anyrior periodadjustmentghatare gplicalde tothe
currentaudit period.

04. Sales(Receipts)actor.
(a) Sales(Receipts)actorin Gereral

(1) IncaneProducing Niture ofSales.The u® of the salesr gross ecepts
factor rdlects the icome-producing naturef sales.

(2) Definition of Saks(Reipts)

a. Geneal Definition of Sale. Section(1)(g) of UDITPA
traditionally provided thiafiSale® meansfiall gross ecepts of the
taxpayernot allocaedunder other pagraphs of his articleo The
MTC has recommnded states adopt a revisedni fireceiptso
andasamewhat narrower definitiorwhich meangiall gross
receipts of theaxpayer thaare not allocated. . and that are
received fom transactions and actiyiin theregulr course bthe

A

taxpayerbés torade or business.

b. All Receptsfrom Busiress (perationsare Included Some states
may have adaied anarrower defirtion of fireceptso or have
excluded patitular recepts. Recepts from a traleor businessire
includedin the salsfactor.
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I. Gross receipts frorealeof tangiblke property manuadured
and ®Id, or property purchasdand resold is inludedin
thesdes factor at theelling price Selling pricemeans
gross salesessreturns and &bwanceslf it will not cause
distortion, receiptérom sale of tandile persnalpropery
may alsanclude incdental receipts such as service
charges, irgrest,and réated fees that wouldot be charged
wereit not for the saleof thetangible personal pimerty.

(3) Partnerships.

a.ln generala corporatepartnets share othe partnershps revenues
based on the xpayefs distribdive shareof the partnershp
income, is includedin the numeator and denominator of tle
factor.

b. Thisinformaion can be obtaiadfrom thepartrershigs federaland
statetax return, includingthe comporatepaitnerés ScheduleK - 1.
Recepts fromintercompany tansadionsbetween tk partrership
ard the taxayer pamer mug be eiminated.

(4) Special Rlesi MTC General Allocation and ApportiamentReg.
1V.18.(c).

a.Substntia Amouns from Incicertal or Occasionalsales of Fixed
Asgts Where substantishmounts ofjross receipts ase froman
incidental or occasnalsale d a fixed asset usad theregular
courseof the taxpgerds trade orbusinessexclude such gross
reeipts fromthe salesdador unless this wouldead to tle taxpaye
having no sales factoln that event, refeto thestateés
apportionmentulesor to theMTC special appdionmentrules
under Art. 1V, Sec.18. (For exampe, exclule giossreceipts from
the sale ba factoryor plant)

b.Insubsantial Amaunts fromincidental or Occasonal Sales bFixed
AssetsInsubstatial amounts bgross recépts arising from
incidentalor occasionaltransadbns oracivities may be exluded
from the sales factor unks seh exclusionwvould materidly affect
the amounhof incaneappationed to he stateForexample, the
taxpger ordnarily mayincludeor exdudefromthe sles factor
grossreceipts fom suchtran@actionsas sles of ofice furniture
and business autnobiles.

c.Income Podudng Activity can be Radily Idenified. Whenthe
incomeproducing actiity in respect tdusines income from
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intangble personal poperty ca be ready identfied, suchincome
Is included in the deominator of thesales &ctor andif the
income-produdng activity occurs in he state, in the numertor of
the sales factor agell. For exampleusualy the income
producihg adivity can be redlily identified in respect tanterest
income eceived ordefared paymentsn saks of tangile
property ad indmme fom the salelicensing, or othe use of
intangible personal property.

d.When Businesincome fom Inangible Assés Camot be Readly

(b) Numerdor.

Identified. Whenbusiness incora from intangiblepropertycannot
be readly attributed to ay particula income-producingadivity of
thetaxpayer, sud incomecannotbe assigned to the numamaof
the sles &ctor br anystateand sto be exludedfrom the
denominatorof the salesdctor. For exanple, where lusiness
income in theform of diidends reeived onstock, royaties
received o patentsor copyrights, ormterest received on bonds,
debenturs, or governmen secuities resuts from the mereholding
of theintangible personapropety by thetaxpayer, sich dividends
and inteest are tde excludd from thedenominadr of the sales
factor. (NOTE: This is diffeent fom a case whergaksfrom
servicer salesor license®f intangiblesto cusbmerscanna be
soucedon a market basisoking to ddivery or use ad, therefore,
may be sorced basedmsomereasonableroximation.)

(2) In General MTC Reg. IV15.(c) provides theaumerator of thesalesfacor
shall include groseeceipts attributable toa state and derived by the
taxpayer from transactionandactivity in the regilar course of itsrade or
busiress. All interest inome, service chargesarying charges, or time
price differentialchargesincidental to such grss receipts shall be
includedregardless af(1) the pace vhere tle accounting r@rds are
maintained, or (2) the location bthe cantrad or otherevidence @
indebtedness

a.JoyceStates States thaallow or require combine filing andfollow

Joyce willexclude from the sales factoumeratorof the groupor
of thememberthe receiptérom salesmto the state by member
thatlacks constitutionahexus in the stater is protectedby P.L.
86-272 Whether a state follows Jog alsaaffects whether it will
throw back receipts made frommember from thastee to another
stae. Statesthat follow Jgyce (andfollow UDITPAG throwback
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rule, Section 1pwill throw back salesnadeby amember of a
groy from the state to anothstateif the member &ds nexus or
is protectd by P.L. 86272in the destination ate even ifother
members of the unitaigroup aretaxable in thalestination state.

b.Finnigan StatesStates that allowraequire combined fing and
follow Finnigan wil not exclude fromthe sales factonumerator of
the group oof the member the reqes from sales into the state by
a membethat lacls constitutionbnexus in the state or is pgexted
by P.L. 86272.Staes that follow Finngan will notthrow back
sales madeby a member o& groupfrom the state to another state
if the member lacks xes or is proteed by P.L. 8&272 in the
destinatian state provided that other members of theitarygroup
are taxablen thedestination stie.

(2) SourcingReceipts fronbales 6Tangide Peisonal Property.

a.MTC Reg. IV.16a). Grossreceapts from s&esof tangble personal
property (except saleto the United Sates Geemment) are
typicaly sourcedo astate:

I. if the progrty is ddivered orshipped to a purchaser withi
the state regartkss of the fo.b. point or other conditinsof
sde; or

ii. if the poperty isshipped fron anoffice, stoe, warehouse,
factory, or otherplace of storage ithe stateandthe
taxpaye is nd taxable in the gate of the purchaser.

b.Propery shallgenerdly bedeemed to be elivered or shippetb a
purchase within the state if the reipier is located irthe state,
even tlough the prerty is orderedrom outsidethe stae.

c.Propety is geneally deemedieliveredor shipped to a purchase
within the stateif the shipmentterminates irthe state, eve though
the property issubsguently traasferredby the purchasetio another
state.

d. Thetermfipurchaser withirhis stated shell include the ulimate
recipient of theproperty f the taxpayer irthe state,at the
designation of he purchase delives to o hasthe property
shipped to thalltimaterecipient withinthe state.

e.Whenproperty beng shipped by a sell&om the gate of origin toa
corsignee in anolher gate is diverted whileen roueto apurchaser
in astate, the das aren the stae of thepurchaser
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f. If the taxpayeris na taxable inthe gate of he purchase the sale is
atrributed tothe state if hepropery is shipped from aoffi ce,
store, war@ouse, factory, or othergule of storagein thatstate.

g.Assuming the saite has a throbad rule, if a taxpayerwhose
salesman erates from anftice located in that state makes a sale
to a purchasrin anothe stae in which the tgpaye is not txable
and the propertysishippeddirecty by a thirdparty to the
purchaserthe following ules apty:

I. If the taxyer istaxable inthe state fromvhich the third
paty shps te poperty,then the sais in thatstate

ii. If the taxpayeis nottaxablein the state from whicthe
property isshipped, thetthe sale isn the orgin state

(3) Rentsand Ryalties from Pesonal PropertyRents and royalties
pertining to sationay persoml property ar@assigned to the state in
which the propsy is located.

(4) Roydties from Pdents,Copyrighs, etc Royalties fom patents, ppcesses
and copyrights whit areused in fabricabn and production are generally
assgnedto the $ate in which thefabricationand production takes place.

(5) SourcingU.S.GovemmentSdes U.S. Governnent S#es will beincluded
in the numertor of the stée from which sipment is nade

(6) Throwback SaleReceipts fronshipmentsto astate in whib the tax@yer
is notfitaxabled will be attribtable to tke staé of origin.In this mntext,
not fitaxabled meanghat tre taxpaye has  nexus in ofs protected fom
tax underP.L. 86272 For states requiring unitary comined reort,
auwditors shoulcconsiderif the state fdbws Joyce or Finnigan appach.

(7) SourcingReceiptdrom Transaction®therthan Sales ofTangible
Personal Property Thereare two main ules for sourcingeceiptsfrom
transactiosothe than sées of tangiblgoersonalproperty. The fird is the
traditonal cost of pgormance rie. The second is market soing. Each
of thesds dscussed belowin addiion, the following ae gererally
saurced agdescribed

a.Rentsand Rgalties fom Pesonal Prgerty. Rents ad royalties
pertaning to sttionay persmal propety areassigied b thestate
in which the propety islocated.

b.Roydtiesfrom PatentsCopyrighs, etc Royalies from paents,
processes and copghts whit areused in &lricaton and
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production are grerally assigiedto the sate in whid the
fabrication angroduction takes place.

(8) Traditional UDITPA Sec. 17 Rule

a. Income Produing Activity Rerformed Entirely inthe Sate The
location of tle income prducing activityfor transactions
involving the sale of servicew intangblesmay be pegormed
entirely in the statevherethe serviceustomels. In that case, the
receiptsfrom the transaabtinswould be sourcedo that state.

b. Income Produing Activity Performed Insle andOutside the State.
Cost of Performace Rle - Geneally. Undertheoriginal Sec.17
of UDITPA, if the income producing awity is performed irside
and outside state, tAngross receiptsare attributed b the state
which hashegreatesproportion of heincome produaing activity,
based o cods of performance

c. Income Pralucing Adivity Defined. The term fincome producig
adivityo has comronly been defined abe actor acs directy
encaged in by thdaxpayer or the ultimatgurpose of btaining
gainsor profit. Such activity @es not iclude tranacionsand
actvities performedon behalfof a taxm@yer, suchas those
conducted on its bealf by anindependst contrator. Accordindy,
income producingactivity includes but is ot limited © the
following:

i. The rendering of pesonal serviesby emplyees a the
utilization of targible and inangible poperty by the
taxpayerin performing aservice

ii. The s&e, rental easiry, licensing,or other use breal
property.

iii. The rendl, leasinglicensirg, or other useof tangible
personal proprty.

iv. Thesak,licensing,or other useof intangiblepersonal
property.

d. IncomeProducing Activiyyd Definition andBusiness Siis. Income
producing ativity is commonly defined aghat activty that gves
dired riseto reverue, typically from the busiessGs custoners. It is
often ciitical to properlydetermine the scope of the actitvesthat
arefincomeproducing activityo Also, when t comes to defning
fincomeproducing activityy whethe thestae focuseson the
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Secton 11 - Apportionment

adivity as a whole or on specificansactonsmay make a
differerce.

The income progcing actvity from the lease dicenseto use
propety is deemed perfored atthe sius ofreal,tangible,and
intangible personal propertyheincome produing property
related to prsonal services typically deemed tabetheplace
where personaenicesare renderedThesitus ofred and tangibé
personal popety is the comrarcialdomidle of thetaxpayer
unless the prperty has acquéd afbusness situso elsewtrere.
fiBusiness situsis the plae a which intangiblepersonaproperty
is employel as capal, or the plae wtere the property is loated, if
possession and contradf the property islocdized in canection
with a trade or kainess sdhat subtartial use orvalue attaches to
the progrty.

Exampk: Taxpayer, a agorationwhose principal busirss
activity as the manuadure and salef ha water heaters pledges
bonds inthe State as sagity for the payment of taxes incurreor
to beincurredin connedion with its business activitis inthis stae.
The property Bsa busgness situs irthe state therefore, irterest
income derived fran such bonds is attributabl® the stae.

e. Costs ofPeformanced Defined The termficostsof performanced

f.

has commaly been defined as thdirectcostsof theincome
producing ativity determired in a nanner cosistent with
generallyaccepted accountng princples and iraccordane with
acceped conditions ppractices m the trader business athe
taxpayer.

Gross Recepts from Rental, Lease,rd_icensirg the Use d or
OtherUse of MovableTangible PersonbBPropetty. Gross receipts
fromtherentl, leaseor licensing the use of @theruse of
tangiblepersonal prperty aretypically included in the numeator
of a staéls saés factoif the pioperty islocaed inthe state dung
the entire pedd of renal, lease, tenseor otheruse If the
propety is within and withoutthe state diring therental,lease or
licensing period, ipssreceigds attributadde tothe stateshall be
measuredby theratio whid the timethe propertywas physically
present or wasised inthe state bears tthe total time or useof the
property everywherduring that period.
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g. GrossReceifs for thePerformance ofPersonaland Other
Services Gross receipts for thgerformance bpersonakenices
are atributable tothe state b the extent thissuch sericesare
performed n thestate. If services are pdormedpartly within and
partly withoutthe state, thegross eceapts from the peformarce of
such serviceshallbe attributlle tothe state basgupaon theratio
which the tine spent irperfaming the ervicesin the state leass to
the ptal time pent n paforming the sendes everywheg. Time
spent inperforming servicesmcludes he amaunt of time expnded
in the performane of acontact orother dbligationwhich gives
rise to sub grosgeceiptsPersmd sevice nd directly conneted
with the performance of the contrator other oligation, as for
exanple time expendeth negotating the contractis excluded
from the conputations.

Otherservices including businessesvices, are soued to thestae
to theextent thepredominantost of grformanceof the income
producing activiy is in the stateAs notel above, the sourcirg
resut for a particdar type @ service otbusiness etivity may
depend onhow the stateriterprets the income produciragivity
andwhether itfocusses on that aeity, as awhole, oron a
transactonal bags.

h. GrossRecepts fom Intangble Personal Property. Gross receipts
from intargible personal prperty $al be attibuted tothe stake
based upon the ratio wiic¢he total property and pawl| factors in
thestate lears tothe total of he propertyand payroll factos
everywhere for he ta peiod

(9) Market Sourang. Many states now source regipts from transactions ther
than sales of tajible personapropery on a markebasis, rather than
looking to thepredominantost ofthe incomeproducing acivity. States
have taka differernt approaches to thiissue in tir laws. Somestates
look to thelocation of deliveryto the customeor to thereceiptby the
cugomerof thesewice or intangilbe produt. Other state$ook to the
location whee the benefitof the sevice or ntangible is realizedbr
receved.

Despit thediffererces in the gemal appoades used by sties, the
results frommany types of sales afervices orntangildes will bethe same
sourcingto the Ieationof the customerThe casesni which the result mg
differ includebusinesgo-business trasactionsand sales involvingn
inteemediary. In thesecases, the questios often whetherhie stae will
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Alook through,0 past thenitial deliveryor initial cusomer,to the ulimate
use bythecustoner or custmerds cusbmer.

TheMTC has develod dé¢ailedmodel regulations ommarket sourdng
and some stes have adopteulitstantial portions of thse regulatns.
Other statesvith market sourcinpave adofed sinilar, but slighly
different regulatons. This sectionprovides general gdance on marke
soucing and references tHdTC modelrules as exampk

(10) General Principles.At a x p a yignménsof racgtsfrom sales b
other thartangible persongropery mustgeneraly be consistet with the
following prinaples (which are akenfrom the MTC geneal allocation
and appdionment egulations orthe Compac#rt. IV (UDITPA), Sec. 17
(with MTC recommendé market sourcingchanges)

a. A taxpayershout applythe rulesbasel on objectie criteria and
consder all sources of informabn reasonablhavailabk to the
taxpayer athetime ofits tax filingincluding, withoutlimitation,
the taxpaye 6 s b dredrds keptin tle normal course of
business.

b. A taxpayershoulddetermine itsmetod ofassigningeceigsin
goodfaith andapply it consistentlywith respect to simér
transcions and yearatyear.

c. A taxpayershouldretain contempraneous reords thatexplain tle
determination and applitan of its method ofassigning its
recepts, ncludingits urderlying assmptions,andshouldprovide
those records to thauditor.

d. Some nerket soucing rulesapply sequermnlly in a hierarchy. Br
each aleto whicha hierachical rule applies, a taxgyer must
make a reaswble effortto applythe pimary rde gplicable to tre
salebeforeseeking to applyhe next rule intie hiearcty.

e. Ataxpaye 6 s met hod @deiptg mdudingeiuseo§ i t s
amethod ofapproxmation, where applicablenust rélect an
attemp to obtain he most acurateassignmat of recepts
consstert with the statés law.

f. There may beimnes vhen i is necessaryto use a method of
reasonble approximatiorto souce redpts. If a tax@yercan
ascertain the state statesof assignmenof a substamal portion
of itsreceiptsfrom sales d subgartially similar services
( N eyredreceipd ) , tallaf thosesales, and the taxpayer
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reasombly believes, baseah al available infomation, that the
geographic disibution of some orlaof the renainder of tlose
sdes genally tracks that ofthe assignedeceipts, itshauld

include reeipts fromthosesaks which it believes tracks the
geogaphic distribution bthe assgned receif inits receipts
factor in thesame poportion as g assigned reeipts. Ths rule
also appes in the cantextof licenses ad sales of intarigle
propertywhere thesubstinceof the transaction resembles a saille
goods or services

g. Where ataxpayer lasreceips subject taiMTC Reg. IV.17 from
transadbns with a elatedparty custoner, infarmation thathe
cudomer has thaits relevant to tb sourcing breceiptsfrom these
transactions is imputed to the taager.

(11) In-PersonServicesin generaljn-peron services are seces trat are
physically prowded in perso by thetaxpayer, wherehe custoner or tke
cusb me redl er tangible mperty upon whik the sevices ae
performed is in the same locati@s the service proved at tle time the
sewvices ae performedThese serviceare gnerally souragto where tle
serviceis received (which is ako the phce wiere theservice is perforrd.

(12) Services Diveredto the Customer oon Behalf of the Custner, or
Delivered EéctronicallyThrough he Custome The MTC model
regulationgdistinguish a goup ofservicestha are noteither pesonal
services orprofessionbservices delrereddirectly to the custmer. In this
case, the typ of the service anthé¢ availability of iformation bythe
taxpayer to souce that service will oftenetermine the resit.

(13) ProfessionaServces.There is someverlap betweenn-person and
professionbservices. In genergprofessianal services are seices that
requre specialized knowtlgeand, in someaes require gorofessional
certification, licenseor degreeThese sivices inclde the performane of
techical services that ragre the applicatin of specialized knowtige
Professional servicemclude, withoutimitation, managemerservices,
bankand financial sevices, financial custodial seices, nvestment and
brokerage sefices,fiduciary servicestax preparation, payrband
accounting srvices, lending servisgcreditcard services (icluding credit
card processing servicgslata processg services, legl savices,
consulting servicewvideoproduction sarices, grapit andother degin
services, engineering servicegnd architectutaervices.
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(14) Cetain Intangibles. The MTC modebeneralallocaton and
apportionment rgulations treamarket sourcingof reeeipts from
transactionsnivolving these typesf intangiblesslightly differently
depemling on the category:

a.Marketing intangilte i sourcedto the utimat cusbmer

b.Production intagiblei soure@dto the statavhere he intamible is
used

c.Mixed marketing am productionintangiblei sourcel basedn the
Separate satenert, if any, made by tke sdéler or otherwisesourced
as a markeng intangible

d.Licensirg of intangible property thatesembles aade of goodor
servicesi sourcedas thesale of goodsor senices that the
transactionesembls

e.Softwarei prewritten software is geneally soured as tangible
personal poperty, and otér softwareis asggnedbasd onthe
nature of the sitware (whetheit is a markéng intangible, a
productbn intangible orreeembles the sale of goodsserviey

(c) Denominato. Thedenaminata of the slesfactorincludesall gross reapts
derived from transactiorasnd actvity in the rgular course ofhetaxpayeés trade
or busness operatias. Certain recapts may beexcludel from the denominator
perstate ules orif income isnottaxable o thestate d assignrment cannbbe
detemined.These are@mmonly referred to afthrow-outo sales.

(d) Audting the Sales(Receipts)Factor

(1) Obtan the taxpagrés fiall-stated workpapes breakingdown each typef
sde for eah of the yarsunder examination.

(2) Identify each revaue stram The awlitor shoulddetermine if reverue
streamshave beenambined on the taayer workpapersThe auwitor
shauld determinethe saurcing methodologyused to assigeachtype of
receptin calculating thesales(receipt$ factar.

(3) Compae eachtype d sale iown o the appdionment vorkpapes to the
Federal 1120

(4) Verify that all sale/receiptsare appropriately asgned.

(5) Examinethe treatmet of throwbad/throw-out sales For moe
information, see the MTC Model General Allocation and Agparhent
Regulations relating t8ection 17 anection 18
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(6) Verify the excluson of nontxable revenues fromhe factor.

(7) Verify the exdusion of intecompaly transations in cases here unitay
or consolidated retirnshavebeen filed.Some states allowoosdi dated
retums where appadnment factorsare calculated independently for each
corporate member and tercompany traratiors arenot eliminatel.

MTC Income & Frachise Tax Manual Paged7 of 133



12. Allocated Inoomeor Loss

01.Nonbusiness(Non-apportioned) I ncome or Loss

If netnonbusinesgncomeor lossis to beexcluded fromapportonabk incomeperMTC
Audit Schedulel300,prepare deedules allocating apropliate potionsof such ircome
or lossamongparticipating staes.

02.0Other Allocaed I ncomeor Loss

Same states require certain itemsmdéometo be allocated rathéhanappotionedeven
when otherwge considered busss incomeThe awditor shouldreviewspecifc state
audit law or authorityto determinencomethat should benppealy allocated.
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13. Net Operating Loss

01. Definition of Net Opeiating Loss

A net operatingossarises when the taxable income in a given year stlesn zero.The
IRC pemits the carryover of net operating losses (NOLS) mmediin one taxable yedo
offset net icome inprevious and futurgrears. TheNOL deducion allows a taxpayer
with an uneren pattern of income to pay an equivalent tax tadxgpaid bythe taxpayer
who arnsthe sameamount of income ratably over teameperiod.

02.FederalLaw
IRC Section X2 povides the ruds for net peratng losses.

For federal tax purposg®r NOLs arising in tax years that end after 2017, thereoi
carrybak peiiod except for farming losses and NOLs of ndife insurancecompanies.
These typesf loses lave a tweyearcarryback peod unless a electionto wawe the
carryback period ismade. Tle carryforward period is unlimited for NOLs arisiimgtax
yearsthatend dter 2017. Such NOLs are deducted until used up. HowyémeNOLSs
that arisan taxyeass that bgin ater 2017, aitNOL carryba& or carrybrwardmay only
offset 80 percetrof taxale income

Prior Law:

For federal tax purposes taxpayer alinarily maycarry back an NOL for two years and
carry it forwardfor twenty years. Umdssa taxpayer elets towaive carrybak treatment

in favor ofcarryforward treatment, a tagge geneally must first carry back the NOL as
far as possile with any unabsorbedlossapplied to the next succeeding year until the
NOL is ugdup.

03. State Law
(a) Similar to feceral law,statesallow aNOL to bededucedin anothertax period.

(b) The presencef a federal NOL deduction for a taxable year is irredvn
determining a state NQ deduction for that tax yeaRather a state NOlarisesif
the statés taxable incomeis less tharzera ThisNOL can then be carrieaver, or
caried back, pursuarb statelaw. While most states allow NOL to be carried
forward, only afew states lkbow aNOL to be carried back.

(c) For most statesonputdion of stateaxalde incomebeginswith Line 28 of the
Federal Form 1120reder& Taxéble Income before NOL an@ther Special
Deductions. State addition and stztion malifications aie thenapplied to
cdculate apportionablstate income or lossifthe taxable year.This amount is
then muliplied by the apportionment factor totelenine the state apportioned
income orloss Any allocable income/loss is thepplied If this amounisa net
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loss thenit becomes atate NOL and may h#sed to offetstate taxablericone
in other tax years.

(d) Some statebeginthe computaton of statetaxable hcome withLine 30 of the
Federal Formi120 andaddbackthe federal NOL dedation beforecontinuing the
calculationas discussed iparagraph3).

(e) Generdly, in statesequiling aunitary combined retur, the NOL is limitedto the
incomeof ead taxablementber.The NCL will be calculated and tracked
separeely for eachtaxable nember.

() Application of sparate return limitation yea(SRLY )principles

For federal income &x puposes,a group of affilided corporaons filing a
consolidatd inmme tax return may deducbfn thegroup's incora theNOL
carryover that one of its mebers sustagdi n a aft ®e parnt urayeay ear 0 (i
in which thecorpomation filed a sepata reurn). However, there arlimitatiors
on the use of the NOunderthe separate return limitatt year(SRLY) rulesset
forth in the federal regulationsn generalthe NOL is déductible if it was
sustaned diring a yeain which the corporation wa a nembe of the affiliated
group, and theefore could have joineitt aconsolidated return, evendugh it
filed a sepeate eturn. On the other hand, ifeloss was stained duringa year
in which the cgporaton was not anemberof the affiliated group,andtherefore
could not hae joined ina consolidated returthen he affiliated group may use
the NOLin the yeas curent consolidated return only toe extent thtthe
membercontributes taxable incoe tothe affiliated groupfor the year in
gusstion

(g) Treatment of NOL Carryeers Following Changes i@wnership

(1) Fededl law imposes certain regttionson the postacquisition use of
NOLs. UnderRC Sedion 269, aaxpayer thaecquires control banother
corpordion for the pincipal purpose of securgnthe benefit of specifid
tax attributes, includin®lOLs, camot ue them. UndetRC Section 32,

a caporaion's use of its NOLs is restricted if in gaal more tha 50
percent dits stock is aguired by new shaholders. Th&OLs ae not
extinguishedbutthe income each yeagainst which the NOLs can be
applied afte the acquisition is limitedn swstane, to the use that the loss
company could hamade of thm if the acqusition had not ocurred.

(2) Unlike federal law, many state statutes do notrpvidefor the transér of
NOL carryovers from one cporationto arother in an acquisition. Tise
stautes typically provide that NOLs can be carriedvard by a
A xpa y e r 0 ay denagpliethgainst the taxpaysrincome ovea
specified period of yearsStatecourtshaveaddresedbut are dvided on
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the questiorof whether an aquiring corporatia in amerger, or other
acquisition should be treated ash e s apayee rfot @xget t h e
corpoation for purposes dhese provigins.

(h) Sate Statutory Progions Relaing to the Trasfer of NOLs irCorporae
Acquisitons

(1) Federal law allowghe tanders ofNOLs from one corporation to ather
pursuant toRC Sectios 381 and 382.

(2) Some state statutes expsly adopthes provisionswhile other states
adqt IRC Sections 381 and 28mplicitly under their federatorformity
provision

(3) Somestates hveno provision for the transfer of NOLs in corporate
acquisitions For thes stategven if the acquisitiors a satutory nerger
or otherform of taxfree rerganization there is nanechanism to transfer
the NOL b thenewentity andthe NCL is extingushed

04. Audit Procedures

(a) Reviewthe support for an NOL cgyover, includingthe state and federaprior
yeasOtax returnsaandworkpapesto verify the amountsnthetaxpaye 6 s NOL
schedule are arrect.

(b) The auditor shuld be awarethataudit adjustmentarealowed for prior year
periods to the extent thatiey affect the NOL carryoveThe statute make
closed for making an assessmdut adjustments cdre nmadeto reduceor
eliminatethe lossThe audtor should aso corsiderif the filing method vas
appuopriate in prior yearand determine if current yeadjustmenshouldbe
apdied to pior years.

(c) Review all federal and stataudit adjustments that ipactthe NOL cdculated in
prior tax years.

(d) Verify that theNOLs claimedfrom priar tax yearshave ot expired.

(e) Verify application of SRLY andRC Section B2 limitationsandensurethat
limitaionsare computed correctip acordance wittstate law

() In states thaallow NOLs to besharel in a consolida or combired returnanda
company has deparethe groupthe auditor shoulderify thatthe NOL has leen
allocatedappropiately to each memér of thegroup.

(g9) When practicalthe auditor shouldeview, in detail,the entites thateported
NOLs todeermine he corect NOLs.

MTC Income & Frachise Tax Manual PagelOlof 133



14. Computation of Proposad Tax Changes
01.Reviewthe taxcomputations ér the individual stateg§MTC Audit Schedule
0800series)to deermine that:

(a) Theproper tax ra¢ has been gpied. (Payparticular atention to surtax rees
minimumtax, andrate changes from one year @another)

(b) Taxes previously a&sessed ampropely reflected.
(c) All tax credis havebeen propdy recognized.

(d) The appationment fator methadologyis corret for ead year of tie audi.
Example threefactor, weightedfactor,singlereceiptsfactor, sgadalized industry
factor

02.Combined report.

When tax comptations for individal entities included n a conbined epat are
required intra-state g@portionmenwill benecessary. Audit templates should
automaticallyapplythis computation vihen applicable.
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15. Narrative Reports

01.Comgdete Narrative Repats in the SequenceBelow:
02.Saope of Audit.
Include he followingstatenert in each namative:

AiThe Mulistaie Tax Commissiorhas auded thebooks andrecads of [nsertTaxpayerés
Namg and the affiliates and subsidiaries [or chautg affiliates, subsidiaries and parent
companies (if applicabledf [Insert Taypayes Name]to deteminewhether tre income
taxliability as reporteda yourstae is accuratdn addition we have tested the
operationsof sad Taxpger corporation($ to determine vaether ornotthose opettgons
are unitay in nature We have conduwted the aulit in accadance wih uniform audit
proceduredor all statesn accordane with the Mitistate TaxCommission directive

Detail anyvariationsfrom these proecures which hae been bllowed.
(a) Include audor nameand contacinformation
(b) Include taxpayerrepregnative andcontactinformaton.
(c) In block form,note thetax yearsaudited for each stie.

(d) In block form, detd the paret canpany, the gbsidiares and Hiliates (if they
havefiled separatesturns), and the federdand stateidenificationnumbers.

(e) Foreachstate, list the dte of theeariest expiation ofstatutes of lintations or
waivers

(N Notethe stats of any federal audit.
03.General Narrative

(a) General Hstory. Give a brief histoy of the company from original dte of
incomorationto date.The kengthshouldbe a minmum of oneparagrah, a
maximum of ore page.

(b) BusiressType and @nerd Activity. Detal the products (igeneral) dthe
corporaton and itssubsidiaries ad affili ates both domestic and vworldwide.

(c) Parent,Swbddiaries, and Ailiates of the Taxpger

(d) Mergers, Aquisitions, andivestiures. If the pareh acquired,mergedwith, or
changed ordisposed of pardr all o its interests in anyubsidiary or afiliate
during he yearsinder @amination includedetails. If no suchactivities took
place,say so.
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04.Unitary Nature of Operatons

The unitarynatue of the perdionsof the taxpayemay require sbstantia efforts to
establish edenc within thecourse of theJointAudit Program The esuts of thog
efforts should b gated hee with rekrence to suporting documetraton in Section 10 of
this mamal.

If the taxpayerhas elected t@xecute an ageenent lette on unity and on busessor
nonbusiessincome, statethatin thenarraive, specificallymentioning:

(a) Circumstanes of theoffer of the greemet letter;
(b) Commentsand agrement of theMTC generakounsej and

(c) Include a copyf the agreement letter as audit rgport exhibitand stae thd the
agreement ler is the easm why no furher evidene was sougtto substantiate
unity or to ascetainthe dstincion of busines®r nonbusinesincome.

NOTE: The following items should be specificdly detailed as they aply to each
state paticip ating in the audit. Prepare aseparate staementfor each gate.

05. Operations in State of [Participating StateName]

(a) ReportingEntities; Method of Repoitig. In a sepeate paragaphfor each
reporting entity identify the entiy and is Fearal andStae I.D.numbers;
indicatethe mehod whid the axpaer used in filingtisreturn in this statde.qg.
worldwide combination, dometc combnaton, lines of lusiness combiation.

(b) In-Sate Actvities List the canpaniesand affiliates dang businessn the state.

(c) NexusFor any ngusrecanmendatons narraé the pocedures usei make the
determinabn that nexus des or @es not exist for eaamtity in questionState
the tapayerds pasition as to each such tty.

06.Income

Descibe how tle income befie state adjustménwasdetermined refering to the
applicableschedule.Comment on any mayr differences étweenaudital and eported
income.

07. State Adjustmets

Referto theStateAdjustmert Summary Index MTC Audit Schedulel100 seriesfor
eachstate) Highlight any Statédjustmens withwhich the axpayer isnotin agreemaet.

08.Business or Nonbusiness | ncome

Thenarratve in this aeais most crucial to the aug the MTC Audit Schedile 1300
seriesshouldbe complete ad cetailed. Make appopriate comments to support
recanmendations.In the evat that he tax@yer haslectal to execute an agreement
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letter on bumess income statethatin the narrative and refer to théetter intheMTC
Audit Schedules, anishclude acopy of the ktte as an auwdit report &hibit if the letter is
in referenceonly to business anonbusiress income

09. Apportionment Formula

Write abrief narrative ofthe aportionment formula métoddogy as peseried inMTC
Audit Schedulel400series Detail schedule for the @porionmert factorcalcdations
can be found iMTC Audit Schedules 1508eies, 1600 series, arid00 series

10. Allocated income @ Loss

Thesetems @n benonbusinesgicoméloss or therallocable items of income/és as
detemined by state law.

11.Net Ogerating Loss(NOL) Deductions
Explainadjustmerg to state NOLdeductions.
12. Taxpayer @mments

Explain the tapayeis positon afterthe taxpayehas revigved the adit workpapes.
Emphasze agreement,amagreement andxpressed proteateasdirecting detaied
comment taon-agreenent andprotest aeas.

13.Recommendations

Summaize the audit findings. Scheduleif blockform) rrcommendeddditional
asessmentdy year.

14. Availability of NeededDocuments orOther Information

If, during theaudt, documentton or informationneassaryfor the examinaton of any
issue wasequested ly the auditor bt not providedby thetaxpayer, the narrative should
includea descption of the infemation requested and whaté¢ audibr did in light of the
taxpayeis failure b provide thainformation The narrative siouldaso include the
audtorés understandingf whether theaxpayer ¢aimednot to have thenformation
This infomation shouldbediscissed in the appriate locatiorin the narratre.
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16. Assembly of Audit Report
01.The asenbly of eachstatés paclage, top to bttom, isto bein the following
sgjuence

NARRATIVE (including allissues eg. unitary entities, naxs, etc.)
AUDIT SCHEDULE INDEX
COMPUTATION OF NCOME & TAX
ANALYSIS OF TAX CHANGES
INCOME (All schedules applicable for gvenstag)
STATE ADJUSTMENTSUMMARY
STATE ADJUSTMENT DETAIL (All applicable £hedules)
NONBUSINESSINCOME
APPORTONMENT FORMULA
PROPIRTY (All applicable schedules)
PAYROLL (All applicable sbedules)
RECEIPTS(AIll apgicable sbedues)
ALLOCATED INCOME & DEDUCTIONS (All applicable sheduks)
STATENET OPERATING LG5S DBDUCTION
TAX COMPUTATIONS/TAX CREDITS(If applicable for given stée)
TAXES PREVIOUSLY PAID
TRANSCRIPT OF FILED RETURNS
AUDIT REPORT EXHIBITS(If applicabk)

AUTHORIZATIONS

WAIVERS,

FEDERAL CONSOLIDATED RETURN,

(1) Pages -b of thefederalcorsolidaiedretun

(2) By compay speadsheets of inome andexpenses

(3) List of affiliated companiesKedeal Scledule 851)

INFORMATION/DOCUMENT REQUEST 1OG

OTHER (AS NEBDED)
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17. Review

01. Audit Review

(a) Theaudit review ig0 be made byhie supervisar. This review has thefollowing
objectives:

(1) To determinghe apprpriatenes of the audi conclusions;

(2) To make are that the audit has been danted n aprofessional and
accurae manner;

(3) To controlthe eficiency d the Joint Audit Progranand to identify timing
ddays and ther siquificant factorswhich affecied heaudit; and

(4) To ensure thathe audit hakeen performed in compliancetwMTC
Procedures, thathe repat is complete,and thait is of high quality.

(b) The overdlobjective of tre review is to ensue tha the documentatignaudit
reportexhibits narative andschediles aresufficiert to supportiie findings in the
event ofa taxpayeiprotestor of deivative litigation. Pay paticular attenton to
those aras as to which #hiaxpayerhas indictedtha he/she desnot agree or
thata protest will be filed.

(c) Thereviewer shold begin wih the final recommendations amdrk backwardto
each supportingatument and rarrdive. The reviewe must pay paitular
attention tothose agasof thenarative which pertain tounity, state djusiments,
bushess vsnonbusines income, agportionment factorand he
recomnendations; and shiwimake suré¢hat tre auditor hasatached gplicable
taxpayer source documenty hasidentified them for furtherreferene.

02. Taxpayer Review.

(a) At theconclwsion o the audt review, the Auditor in Charge will submit a
complee st of aulit schedulesnd acaompanying explanatonsof awdit
recomnendatonsto the taxpayealong with a cover letterThe Auditor in Chage
will make any changescorrectionspr adjustments irthe workpapes which
he/shemay comsider desirable on the basis of rexpis ofinformation sibmitted
by thetaxpayer,provided that he reviewer agrees that thehould bemade.

(b) When all stag audit reportshavebeen submittedottheparticipating statesthe
supervsor will sendanAudit Satisfacton Surveyto the taxpayer repsentatie.

03.Retention of Maste Copy of Audit Report.

The retentiorof audit files is coordinated with @iNetwak Administrata andwill be
done consisterwith theMTC& documentretention policy.
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18. Transmittal to Participating States

01.Audit Repat Preparaton

Upon completion ofeview, theauditoror the supervisowill submit the audit reports to
eachstate The auditor or sipervsor will also submit audit sumnmg to theauditdirector.

02. Transmittal.

Theaudtor will then sendo each participatinp stite(copying thesupervsorand audi
directo:

(a) The Audit Report, complee withall docunents and exhilst
(b) A Transmital Letter
(c) The auditor should confirmeceipt of the audt reportby the state.

03. Subseqient Responsibilitiesof the States
Each stae will then be responsie to do tte following:
(a) Confirmreceiptof the audit report
(b) Review the auditreport and ecanmerdations;
(c) Isswe tax notices orassessent asit deemsappropiate;

(d) Complete the Adit Evaluation povided and submit the evaluatitmtheaudit
director,

(e) Obtain anywaivers of ag applicable statetof limitations which i may find
necessary to proted its right to issueassessmés.
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19. Exhibits

A. Engagenent Letter

B. Staute ControlChecklist
C. Waiver Policy

D. MTC Waiver Form

E. NexusQuestionnaire

F. Unitary Questiomaire

G. Audit Evaluation Form
H. Audit Saisfadion Survey
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Exhibit A. Engagement Letter
Page 1 62
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